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THE PRESIDENT’S PAGE 


OW many of us really analyze our jobs to determine whether the 

scope of our functions actually comes within our proper sphere? 
Recently I attended a Chapter meeting at which an internal auditor 
spoke of his experiences in the shop and how he had been able to 
adjust incentive wage plans through interviewing the workers and 
learning of their dissatisfactions. Another instance which came to my 
knowledge a short time ago was that of an auditor who personally 
approached an employee to ask him why he did not pay a company bill 
he owed. 


These examples are cited merely to illustrate what I mean when I 
question whether we are analyzing our jobs to learn whether we are 
confusing them with other functions. It is one thing to comprehend 
a situation which calls for correction, and another to know the procedure 
by which it can be remedied. The point is that it is only too easy to 
alienate a “line” organization or staff groups and thereby cut off the 
channels of communication which are so vital to our success. If the 
internal auditor is to be recognized as an impartial and fair fact-finder 
and be a major element in the maintenance and development of better 
communications, he must be certain that in carrying on his duties he 
does not encroach on the area of those who have the actual authority 
to carry out his recommendations. 


As this is being written, our business leaders are forecasting a pros- 
perous 1950. This should provide all of us with additional opportunities 
to forge ahead and demonstrate the value of internal auditing to 
industry. 


—J. B. Parker. 





WHAT TOP MANAGEMENT EXPECTS 
FROM THE INTERNAL AUDITOR‘ 


By DONALD P. JONES 
COMPTROLLER AND DIRECTOR, SUN OIL COMPANY, PHILADELPHIA 





Mz Jones was educated at Swarthmore High School and Grinnel 
College, lowa, where he received a bachelor’s degree in 1930 and was 
elected a member of the Phi Beta Kappa. 


After completing postgraduate work at the Harvard Graduate School 
of Business Administration, Mr. Jones joined the Sun Oil Company, 
beginning in the accounting department of which he became Manager 
in 1943. In January, 1947 Mr. Jones was made Assistant Comptroller. 
During World War II he handled Sun Oil Company’s contacts with 
various Government agencies, setting up control systems for his Com- 
pany’s participation in the petroleum pool through which_ essential 
civilian requirements were supplied. In March, 1947 Mr. Jones was 
appointed Comptroller and a member of the Board of Directors of Sun 
Oil Company. 











N considering any topic of this nature, it must be recognized that 

different top managements obviously expect far different things of 
their internal auditing staffs. While some of this difference in expecta- 
tions is caused by the character of top management itself, and by the 
needs of that management, these differences are primarily the result 
of the variances which exist in the caliber of the internal auditors them- 
selves. Accordingly, we can, perhaps, refer to the old saw which many 
have used, i.e., that we can all expect to go just as far as we are able 
and that top management will expect of us those things which it finds 
by experience we can best accomplish. 


SCOPE OF ACTIVITIES 

In order to give an idea of the level at which an internal auditing 
staff can operate, I should like to acquaint you briefly with the scope 
and activities of the internal auditors in our company. 

The main body of our auditing staff, under the overall direction 
of the General Auditor, is located in the home office in Philadelphia, 
and consists of a group of traveling auditors and a group of clerical 
employees comprising the resident force. In addition, a small group 
of traveling auditors is located in Toledo, Ohio, and another group is 
located in Texas, where auditing of production field accounting and 
operations is carried on. The scope of the department's responsibilities 





*Paper given at a meeting of the Philadelphia Chapter. 
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is varied and wide, ranging from the checking of disbursement vouchers 
to complete and detailed audits of the general books and the operations 
of the company and its subsidiaries. Inspection and appraisal of 
properties, observance of fire, safety, and operating conditions, insur- 
ance and bonding requirements, and a general review of all personnel 
on location come within the purview of the auditor. Preparation of 
registration statements and annual reports for, and relations with the 
Securities and Exchange Commission, are part of their responsibilities. 
There is provided a training ground for development of individuals 
so that they may qualify for advancement to positions of greater respon- 
sibility. In addition, the department is called upon to make many 
special investigations covering a diversity of subjects in the interests 
of the company, its management, and its employees. As one may see, 
then, the scope of activities is broad indeed and reaches into practically 
all phases of the company’s operations. Obviously, to carry out their 
responsibilities, audits are made on both continuous and periodic bases, 
and require a well-planned and coordinated program to cover each of 
the divisions, departments, and branches of the business. 


TWO TYPES OF RESPONSIBILITY 


Turning specifically to consideration of the services and activities 
of the auditing department as they serve management’s objectives, 
I believe that they can be classified along two general lines: 


1. The assuring of top management that work is being accurately 
done in compliance with established procedures. 

2. The performing of broader accounting and operating functions 
including appraisal of the adequacy of procedures, the develop- 
ment of improved procedures wherever possible, and other 
specialized accounting functions. 


COMPLIANCE WITH ESTABLISHED PROCEDURES 

With the tremendous expansion of corporate entities and the busi- 
ness activities related thereto, there has developed a definite need for 
a management tool to replace the personal contact which formerly 
existed between management and personnel. To meet this need man- 
agement is placing more and more reliance upon reports covering all 
phases of operations to determine whether the policies laid down by 
management are being carefully and accurately observed. It is the 
internal auditor who is particularly fitted to see that operations are 
carried on in accordance with these policies and, in so doing, he is per- 
forming a basic function, encompassing assurance of the propriety and 
effectiveness of procedures and systems and the accuracy of the work 
being done thereunder. This is of prime importance to management. 
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Let us consider a few of the means available to the internal auditor 
for assuring compliance with management directives. Usually manage- 
ment thinking finds reflection in the issuance of various instruction 
manuals covering a variety of subjects. In our own company, for 
example, accounting work in our sales offices is governed by an account- 
ing manual covering in detail the routine accounting procedures appli- 
cable to such offices; advertising signs and materials and their handling 
are covered by data issued by the Advertising Department; truck move- 
ments and warehousing by another division of the Marketing Depart- 
ment, and so on. All such instruction manuals represent expressions of 
management policies and are of considerable value in fostering uniform- 
ity and coordinating the operations of the organization. It is the internal 
auditor’s job to see that performance is in accordance with these instruc- 
tions and, to that end, he must familiarize himself with them in detail. 


In a more general way management establishes policies to be fol- 
lowed by the various service departments such as Advertising, Pur- 
chasing, Insurance, Traffic and others. Large sums of money are 
expended by each of these groups and the internal auditors should 
see that the monies are spent in the best interests of the company and 
in accordance with general management policy. Too often such 
departments directly under management supervision are audited in 
only a superficial way, if at all, and serious misuse of the company’s 
funds may result. 


Management’s interest in safeguarding the company’s assets, pro- 
viding a sound system of internal check and maintaining established 
standards of accounting and operations has in no way diminished, but, 
rather, has increased along with the growth of the corporate structure. 
The internal auditor, through analyses of accounting data and trans- 
actions, appraisal of procedural compliance, and the installation and 
maintenance of adequate systems of internal check, performs an 
important part in serving that interest. At the same time he provides 
protection against the misuse of assets through negligence or deliberate 
mishandling. 


As part of his responsibilities the internal auditor should include 
a periodic verification of all balance sheet accounts, entailing count and 
reconcilement of all cash balances, taking of physical inventories of 
materials and supplies and their evaluation, verification of accounts 
receivable balances, examination of securities and many other items. 
By so doing he is not only establishing the credibility of the records, but, 
in most instances, his work will secure the recognition of the public 
accountants, thus enabling a reduction in the scope of their work and 
thereby effecting a reduction in the public accountant’s fee. There 
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should be a direct relationship between the effectiveness of the internal 
audit and the ability of the public accountant to restrict his audit. 


OTHER ACCOUNTING AND OPERATING FUNCTIONS 


Certainly, with the increasing complexity of corporate activity, 
the public accountant cannot be expected to become fully familiar with 
the operations of a particular enterprise through the medium of the 
usual balance sheet audit and, therefore, he must place increasing 
dependence on the work and reports of the internal auditor. Through 
his knowledge of production, manufacturing, sales and credit policies, 
the latter has definite advantages in any verification of asset values such 
as inventories and receivables, and is in a much better position properly 
to evaluate the entire system of internal control. Through mutual 
cooperation, the public accountant and the internal auditor are in a 
position to resolve many problenis before they reach top management, 
thereby performing a service in relieving management from a consid- 
eration of them and permitting more time for other management 
responsibilities. 


Through his examination of records and procedures and broad 
contacts throughout all branches and divisions of the company, the 
internal auditor is in an excellent position not only to determine that 
management’s policies are being observed, but also to see that they 
are adequate, and make recommendations for improvements in existing 
procedures as well as suggest new procedures which will better serve 
management objectives. In those instances where more effective prac- 
tices are developed in one department of the company, he can see that 
they are made available to other divisions and in this way serve as a 
clearing house for mew ideas. Conversely, where an undesirable 
change has been made in established procedures in a pacticular unit, 
he can point out its disadvantage from an overall viewpoint and bring 
about its elimination. 


The internal auditor provides a valuable check on the physical 
condition of plants and equipment in the field, not only from the 
viewpoint of cleanliness and attractiveness to the public eye, but also 
from the viewpoint of added protection to employees and customers 
through adequate fire equipment and improved safety conditions. 
Truck operating features are closely checked to see that they measure 
up to required standards of appearance, efficiency and safety. Equip- 
ment in the field is inspected for working condition, and all items labeled 
as scrap are scrutinized and passed upon by the auditor with recom- 
mendation to the Comptroller that permission be granted to dispose of 
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them. Services such as these aid in assuring management that its 
plants and installations are kept in good condition, and in satisfying 
the deep interest held by management in the welfare and working con- 
ditions of the employees. 


Much can be done in contributing to the education and under- 
standing of personnel at all levels of operational or accounting work 
by discussing their problems with them, by suggesting better procedures 
to them during the course of the audit and, by explanatory comment, 
endeavoring to show how the work they do fits in with the overall com- 
pany operation. At the conclusion of each audit, the auditing depart- 
ment of our company makes it a practice to hold meetings with the 
sales and operating managers and with the accounting managers in 
which the audit findings are discussed, thus providing a means for the 
interchange of information. This is of considerable advantage to both 
parties in that the auditor may be apprised of conditions which may 
throw a different light on his findings, and local management receives 
firsthand information concerning the activities and personnel of its 
division on the basis of which corrective action may be taken. Intan- 
gibly, such meetings engender a spirit of cooperation between the auditor 
and the audited, and enable a better understanding of the importance 
of intelligent and accurate records, and of company policies, which, 
in turn, should be of assistance in the development of better operations. 
Management cannot fail to be interested in such an end result. 


Through his close contacts with employees and their supervisory 
staffs the internal auditor on occasion may learn of defects in personal 
relations that may be seriously affecting the efficient operation of a par- 
ticular district or department. Indeed, the number and variety of such 
situations developing from conflicting or inharmonious personalities are 
without end, and the auditor can perform a real service in bringing 
such situations to management’s attention for correction. Similarly, 
in his contacts with customers and other outside interests during the 
course of his work, he should report any unusual observations or situ- 
ations which are deserving of management attention, thereby providing 
an additional finger on the pulse of public and customer opinion. 


The internal auditors also have a responsibility with respect to the 
appraisal and the training of employees so that their abilities may be 
utilized to the fullest extent and that the most able ones may be equipped 
to advance to positions of greater responsibility. Through his associa- 
tion with personnel throughout the entire organization, the auditor is 
enabled to spot individuals with potential supervisory or managerial 
abilities and, by favorable report, bring such individuals to the attention 
of management. 
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Growth of governmental regulation of industry and the increas- 
ing complexity of federal and state laws have imposed an ever increas- 
ing burden on industry. The internal auditor in cooperation with the 
public accountant can do much toward the preparation of financial 
and accounting data and the submission of reports to such agencies 
as the Securities and Exchange Commission and the Stock Exchanges 
on which a company’s securities are traded. Many companies will 
also be affected by the revival of the renegotiation of governmental 
contracts with respect to funds expended from certain appropriations 
and, I suspect, by the accounting for termination claims and the audit- 
ing of sub-contractor’s termination claims. A valuable contribution 
may be made by the internal auditor with respect to all such matters 
involving the discharge of responsibilities placed upon business by 
regulatory bodies. 


SPECIAL ASSIGNMENTS 


In addition to the foregoing, special work and audits in the man- 
agement’s interest may be requested of the Auditing Department. 
These may cover subjects of varying and at times unusual nature, 
such as public welfare projects, employees’ beneficial, recreational or 
athletic associations, special contractual relationships with outside com- 
panies, audits of institutions and organizations unrelated to the com- 
pany’s operations, and various management studies. In a closely held 
corporation these special activities are apt to be more varied and in 
greater volume than elsewhere; nevertheless, the department should 
be so constituted that it can render many special services in the con- 
duct of special investigations at the request of management. Obviously, 
the very existence of a reserve pool of trained manpower to get a special 
job done or to “fill the gap” in time of emergency is a great advantage. 


QUALIFICATIONS OF INTERNAL AUDITORS 


In order that these ends may be accomplished, I think it appropriate 
to comment concerning the qualifications and background which the 
members of the internal auditing staff, to a varying degree, must 
possess. Basically, the internal auditor should have a natural aptitude 
for his profession and a broad theoretical and practical training in 
accounting. Development of good judgment and an understanding 
of human nature are necessary to sound appraisal of the character and 
abilities of individuals at all levels with whom he comes in contact. 
He must be fair and impersonal in his attitude, and his analyses and 
conclusions must be based on logical and orderly thinking. Certainly, 
his position in relation to those whose work he audits requires the 
exercise of a great deal of tact and diplomacy. At all times, I believe 
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it most important that his approach be from a highly constructive view- 
point and, to this end, his thinking should be directed toward improve- 
ment of practices and procedures, toward extension of aid and coopera- 
tion to the personnel under audit and toward the development of their 
goodwill and respect. In the normal course of business there is little 
that is more detrimental to a smooth functioning organization or more 
demoralizing to office morale than a visitation upon them of an arrogant, 
overbearing, and overly critical individual. Finally, it is important 
that he be responsive to new techniques and developments in his pro- 
fession, and have a thorough knowledge of his company’s policies. 


TRAINING FOR MANAGERIAL POSITIONS 

Any internal auditing department operating along the lines which 
I have described must, by its very nature, provide an ideal training 
ground since it gives the employee a broad view of the operations of 
the entire company as well as familiarizing him with the routine and 
detail work of each division or department. Further, he has the oppor- 
tunity of observing from an unbiased standpoint the interrelationship 
of the various divisions of the company and the degree of balance 
among personalities so necessary to the efficient functioning of the 
whole enterprise. In our company a direct approach to this phase 
is made through the operation of a well-formulated plan under the 
supervision of the general auditor for the training of individuals for 
managerial positions in district and branch offices. Indirectly, the 
many and diverse duties of the department serve to train personnel for 
other more important positions of executive caliber. The value to 
management of such a reserve of trained personnel should not be under- 
estimated. 


CONCLUSION 


Whereas the marketing employee learns only marketing, the pro- 
duction employee learns only production, and many accounting 
employees are so lost in a maze of detail as never to rise above it, the 
internal auditor has thrust upon him the opportunity to become 
acquainted with and to appraise objectively all phases of the operations 
of his company, and today as never before it is the individual with that 
broad overall knowledge who is being chosen to fill major executive posi- 
tions. 


Top management expects of the internal auditor his best—his most 
constructive efforts. It expects him to secure the confidence and respect 
of all company personnel and to contribute to the increasing effective- 
ness of all phases of the company activities. It is willing, — indeed, 
it is eager, to place upon his shoulders heavier and heavier responsibili- 
ties as he demonstrates his ability to bear them. 








THE KEYSTONE OF INTERNAL 
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Mr. Cunningham is a Certified Public Accountant of the States of 
Maine, Indiana and Ohio, a member of the American Institute of 
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Society of Public Accountants, and is author of several articles on 
internal auditing and staff training. 











VERY time we have a world war, we become more and more con- 

scious of the importance of preparedness. The business that sur- 
vives depressions and periods of intense competition is the one that 
has prepared itself to face the problems that are by-products of these 
periods. Today, business is experiencing the most prosperous era in 
its history, even though in the midst of the greatest social, political and 
economical turmoil that we have ever known. Those who have observed 
or experienced the pattern of business cycles know that sooner or later 
the current level of prosperity will reach its peak and recede. 


While closely supervising current performance and aggressively 
attacking its forward plans, a wise management will not overlook its 
defensive strategy. Good housekeeping is an important bulwark that 
is frequently overlooked until the retreat is in full force. Maintaining 
a well balanced and effective organization in prosperous times is a must 
to good housekeeping. We only have to recall the condition that most 
companies were in at the close of the war to appreciate the extent to 
which boom times can upset and impair a normally effective organiza- 
tion. To develop and preserve a highly effective organization requires 
frequent appraisals and eternal vigilance. Business policies, procedures 





*Paper given at a meeting of the Saginaw Valley Chapter. 
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and routines deteriorate and become obsolete just as much as machinery 
and other physical assets. However, this fact is often overlooked or 
neglected. 


One of the first essentials to successful management is an adequate 
and effective system of internal control. By a system of internal 
control I do not mean internal check. There is a very definite distinc- 
tion between these two types of control. Internal control carries a 
much wider connotation and implies administrative or managerial 
control. It probably would save a lot of confusion if we discarded 
the term “internal control” and substituted the phrase “administrative 
control” or “managerial control”; preferably the latter. 


Internal control is an over-all system, composed of several subsid- 
iary controls, and is used by management to insure a proper administra- 
tion of business activities. In its broadest sense it comprehends the 
entire network of procedures, methods, organization of duties and other 
measures by which management (1) keeps informed on the state of 
business, (2) effects coordination of fuctions, (3) maintains faithful 
and efficient performance, (4) assures itself that objectives are being 
satisfactorily accomplished, and (5) that the business is being operated 
in strict conformance with its policies. It is designed to promote 
efficiency by restraining inefficiency. 


Internal check is one of the specific types of control making up the 
over-all system. It is a term used to describe those measures, methods, 
procedures, and organization of duties, designed to minimize the oppor- 
tunity for fraud and to detect clerical errors. It is a phase of “man- 
agerial control” that comprehends the separation of the functions of 
employes charged with the custody or administration of proprietorship 
vaiues, or the record-keeping relating thereto, so that no one person 
has absolute and independent control. The procedures and routines 
are so laid out that the work of one person complements that of another. 
Its objective is to lessen the opportunity for undetected fraud or error. 


Keeping in mind the distinction between internal check and 
internal control, and that internal control is synonymous with man- 
agerial control, I should like to mention a few of the other specific 
types of control that go to make up the complete system. 


Supervision is one of the fundamental types of control. Initially 
this function was carried out largely by the proprietors or owners of a 
business. As business expanded and became more complex, responsi- 
bility for supervision was delegated down the line until today we have 
many layers ranging all the way from straw-bosses, foremen and depart- 
ment heads up the line to staff heads, group executives and members of 
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top management. In a large measure, it is the qualitative character 
of supervision and its effectiveness that determines the success of a busi- 
ness. A wise management will make frequent evaluations of its super- 
visory performance. 


Next to supervision, general accounting ranks as the oldest and 
most common type of internal control. Though it provided adequate 
control in the early history of business, it has become necessary under 
present-day methods of operating to supplement it with many other 
forms of control. Nevertheless, it is a very important contro] and must 
be maintained at maximum efficiency. Accounting makes use of a 
great many forms, methods, procedures and policies. While these may 
be currently appropriate they should be challenged frequently to insure 
that they keep pace with changing conditions. 


Methods engineering, frequently referred to as a “Methods and 
Procedures” function, is a type of control that is fast receiving recogni- 
tion in many of our larger companies. Even though a company may 
not be large enough to support this particular type of control as an 
independent agency, some one in the organization should be charged 
with its responsibilities. Good up-to-date methods, procedures and 
routines, that produce the greatest service with the least cost are 
essentials to good housekeeping. 


Budgetary control, cost control, production control, inventory con- 
trol, cash control, and many others of a similar nature are further 
examples of the many specialized functions set up to insure an effective 
and successful administration of the business. 


In addition to these major functional controls, management may 
introduce a number of subsidiary or minor controls as their need may 
be indicated. These are usually in the form of an activity that comes 
under the direction of a major control, although, if of sufficient impor- 
tance, may be set up as an independent agency. As examples, I might 
mention statistics, standards and variances, job analysis, layouts, man- 
uals, incentive plans, personnel training, etc. All of these major and 
minor functions form a part of the general system of internal control. 


The degree of success which a business attains is dependent in a 
large measure upon the standard at which these various individual 
controls operate. While some may function at par, or closely to it, it 
is a fact that many deteriorate over a period of time and an appraisal 
would show them to be far below the standard necessary to fully accom- 
plish their objectives. Good business housekeeping demands that these 
managerial controls be kept under continuous surveillance and apprai- 
sal. 
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The complexities of present-day business, and the pressure under 
which most administrative personnel operate, tend to defer this impor- 
tant responsibility; reviews and evaluations do not keep pace with other 
management functions. In addition, there are a great many respon- 
sibility areas in the average company, and it is impossible to obtain 
a fair and unbiased appraisal from all functional heads; it is not a 
human characteristic to critically judge one’s own handiwork. Further- 
more, we run into that old aphorism “Everybody’s business is nobody’s 
business.” To depend upon delegated authority all the way down the 
line to the foremen and supervisors will not produce a uniform and 
consistent pattern of review and appraisal. Concentrating the respon- 
sibility for review and appraisal in one agency, that is free from all 
other duties, and one that has free access to all functional areas, will 
naturally produce far better results. 


Progressive managements have developed an additional control to 
assist in measuring and evaluating the adequacy and effectiveness of 
other types of control. This new control is termed internal auditing. 
I say new control because the standard of performance currently 
required is so different from the type of practice employed in its early 
history. Formerly, internal auditing was merely a clerical activity 
limited in scope, and operated primarily as a policing agency for the 
detection of fraud and error. Today, it has much broader objectives. 
It not only renders protective services but many highly constructive 
services. Reviewing and appraising the components of the system of 
internal controls is one of its most important duties. More and more 
managements are delegating this particular responsibility to the internal 
auditor. For this reason internal auditing is becoming recognized as the 
“Keystone of Internal Controls.” 


The dictionary defines the word “keystone” as, “A part or force 
on which associated things depend.” It seems to me that this definition 
clearly explains the relationship of internal auditing to the other types 
of control which management has established. It (internal auditing) 
is a part (of the system of internal control) and it is a force (manage- 
ment’s representatives) on which associated things (other types of 
control) depend (for maintaining their effectiveness. ) 


Because internal auditing is charged with the responsibility of 
measuring and evaluating other types of control, I do not want to give 
the impression that it is a type superior to all other types and that 
the internal auditor is an expert know-it-all. It is because he is free 
from all day-to-day participation in the normal operations of the busi- 
ness that he is in a better position to discharge the duties and responsi- 
bilities of an inspector and appraiser. Observing, surveying, reviewing, 
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appraising, evaluating, and reporting his opinions for the consideration 
of line executives is his stock in trade. He not only acts as an inde- 
pendent control but also as a key link in the maintenance of other 
controls. 


The internal auditor is a “tool of management” created to assist 
in maintaining good housekeeping. It is his duty to keep management 
informed on the state of the business; and to draw attention to any and 
all matters that should receive consideration but which are not being 
reported by some other control agency. It is the duty of internal audi- 
tors to provide that eternal vigilance that must be continuously exercised 
by every management desiring to keep its house in order. 


Professional internal auditing did not come into existence by dis- 
covery, but as a result of evolution. Consequently, you will find vary- 
ing standards of practice since some companies have developed it to far 
greater degree of usefulness than others. 


The InstiruTE oF INTERNAL AupiTors has done much to crystalize 
concepts and expand the usefulness of internal auditing. It also has 
been instrumental in acquainting management with the utility of 
internal auditing, and in developing the skill of the internal auditor 
and the quality of his practice. 


Because the organizational pattern has not become entirely uni- 
form in all companies, we have four definite types of internal auditing 
in use today: 


1. The Proprietary type. 
2. The Management type. 
3. The Staff type. 

4. The Department type. 


It is quite necessary that we recognize these different types in order 
to fully understand objectives, and scope of duties and responsibilities. 


The proprietary type of auditor is a direct representative of the 
owners of a business and is independent of all other company personnel. 
He has a much broader scope of duties and responsibilities than one 
employed at the managerial or staff level. The proprietary type of 
internal auditing is not so common as some of the other types, and is 
employed principally in large business enterprises with absentee owner- 
ship and impersonal management. 


Professional internal auditing is composed largely of the manage- 
ment and staff types; that level of auditing that is established to serve 
administrative or top management. An internal auditor appointed 
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by the Comptroller and reporting solely to him would be termed a 
staff internal auditor. However, most comptrollers today are members 
of top management, and in such cases the internal auditor may be 
given a scope of duties and responsibilities that will narrow his distinc- 
tion from the management type, particularly if he is given a relatively 
independent status. 


Department internal auditing is the lowest recognized level and is 
only slightly removed from the old clerical and policing type of auditing 
that prevailed for many years. 


But regardless of the level at which the internal auditor may be 
functioning, he should understand that his prime duty is to render 
genuinely constructive services to his principal; that it is his duty to 
review and appraise the various other types of control operating within 
his area of responsibility; and that he should keep his immediate super- 
iors well informed on all matters requiring their consideration. 


> * > * 


Internal auditing is truly a “tool of management,” and like most 
tools its utility lies in knowing how to get the greatest amount of service 
from it. When management has become fully aware of its potentialities 
and the auditor has developed his skill to a high degree, then and 
only then will internal auditing prove to be the real “Keystone of 
Internal Control.” 


While public accounting has a very important and essential service 
to render business, its objectives and auditing techniques are entirely 
different from those of internal auditing, even though at times they may 
appear to coincide. The public accountant is primarily concerned 
with verifications and generally seeks his objectives by the balance 
sheet approach. The internal auditor is concerned principally with 
appraisals, and proceeds to his objectives by a functional route. He is 
concerned with the continuing operations of his company and must 
organize his activities to conform with its pattern of operations. He 
is more interested in how things are done than he is in the end result. 


On the other hand the public accountant, because of the nature of 
his assignment, is more concerned with the verification of results than 
he is with the validation of the procedures that led to those results. 
Of course he has a certain interest in procedures, but principally to 
the extent of satisfying himself that the internal controls provide ade- 
quate safeguards against fraud or manipulation. 


The public accountant begins his work with end results, working 
backward to an extent sufficient to satisfy himself that those results 
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are correctly stated, and that the interests of his client are adequately 
protected. 


The internal auditor begins with original transactions and their 
environment, challenging all controls relating thereto, knowing that 
if controls and policies are adequate and effectively applied, the end 
results will be correct and in accordance with management's plans. 


Many who have learned auditing from public accounting courses 
or related text books, or through apprenticeship training on the staff 
of a public accountant, are likely to carry over into internal auditing 
the public accountant perspective. As a result they are apt to employ 
a balance sheet approach in their work and fail to render the many 
varied services peculiar to internal auditing; services that form no part 
of the public accountant’s responsibility. 


Internal auditing has the responsibility for continuously measuring 
and evaluating all other controls. It is the inspection department of 
the system and must be ever alert for any weakness or breakdown of 
controls. Practically every feature examined must be challenged from 
a multiplicity of angles. The features being examined must be reviewed 
with respect to the following criteria, among others, which interest 
the public accountant only secondarily: 


1. Conformance with company policies. 


Its handling in respect to accounting and operating procedures. 


The adequacy and effectiveness of controls as the transaction 
flows through the records. 


4. The care exercised in the preparation and storage of the records. 
Sufficiency of care in the physical handling and storage. 
6. Compliance with external regulations. 
Whether the internal auditor plays a minor or major part in 
the system of internal control depends largely upon how well he mea- 
sures up to his responsibility of surveying and evaluating the adequacy 


and effectiveness of the other managerial controls operating in the given 
business. 
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E investment in Plant and Equipment as shown on the balance 

sheet in most manufacturing concerns is better than 50% of the 
total. This proportion becomes even greater if we include the current 
replacement value, the fully amortized war assets, and the property 
acquired since the war at less than its cost to the Government. 


Usually the financial responsibility for the assets is vested in the 
Treasurer, who theoretically, at least, looks to the Controller for the 
accounting. While this is the normal practice, each situation will have 
to stand on itsown. For practical purposes, the responsibility or division 
of responsibility for existence, safekeeping, and the accounting for the 
plant and equipment must be clearly defined and understood. Other- 
wise, in the confusion, the result is lack of control, duplication of effort, 
and unnecessary loss and waste of these valuable assets. 


Is there any doubt in your organization as to the responsibility for 
proper and adequate insurance coverage? If there is, it had better be 
resolved before rather than after a fire. 


Who determines the policy of depreciation? Is it the tax depart- 
ment? Are the reserves excessive because of over-depreciation for tax 
expediency, or lack of proper consideration and possible lack of under- 
standing and responsibility for control? 


Can the depreciation claimed not only be supported for tax pur- 
poses, but is it proper for financial and accounting purposes? 





*Paper given at a meeting of the New York Chapter. 
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After the responsibility for these phases of property control has 
been determined, the next step is the establishment of company policy 
and uniform procedure. 


Speaking of uniform procedure, I noticed that W. I. McNeill, 
Vice-President and Controller of General Aniline & Film Corporation, 
in the April issue of The Controller, in an article on “Accounting Phi- 
losophy” said — 

“The problems of any business cannot be solved by con- 
tinually changing accounting methods. It is essential, 
in my opinion, that the philosophy of accounting is to 
state the actual historical facts of a business as simply 
and factually as possible, within a reasonable degree of 
accuracy and in terms of actual dollars used in paying 
wages, buying commodities, and selling one’s products, 
regardless of purchasing power. If this rule is consis- 
tently applied, you can always make business judgments 
and interpret results with a minimum of confusion.” 

I know of nothing affecting the property accounts and depreciation 
that receives more favorable consideration, by revenue agents, for 
example, than uniformity and consistency in respect to the treatment 
accorded the fixed assets. 


The policies and procedures should be written up in a Manual. 


A detailed classification of the items that are to be included in 
each account is helpful. For example, in the Machinery and Equip- 
ment account we have a classification known as Factory Furniture 
and Fixtures, which would include trucks, scales, skids, tables, cafeteria 
equipment, chain blocks, trolleys, forge, grinder, welding equip- 
ment, paving breaker, aluminum plates and pans, electric screw drivers, 
miscellaneous small tools, such as vises, checks, drills and the like, 
hoists, and water coolers. 


Likewise in the Furniture and Fixtures Account we may have a 
classification called Office Mechanical Equipment, which would include 
typewriters, calculators, adding machines, photostat machines, refrig- 
erator, ediphones, comptometers, water coolers, billing machines, ditto 
machines, addressograph, check writers, and other mechanical office 
aids. 


The use of records should be carefully explained in the manual, 
and forms should be prepared for recording the details. The records 
and forms should include — 


Request for appropriation 
Control of approved appropriations 
Construction in progress, and job order cost system 
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Monthly report on expenditures 

Authorization and report of sales and disposals 
Machine or tag number index 

Detailed property ledger 


THE PROPERTY RECORD 
The ideal property record presupposes a card or ledger sheet for 
each major unit of property whether it is a plot of land, a building, or 
piece of machinery. Minor equipment, such as piping, wiring, etc., 
may be grouped. 
This ledger or set of cards will no doubt have to be written up 
from an inventory listing and then can be transcribed manually or 
punched out on tabulating cards for compilation. 


If the record has been set up on tabulating cards these can, of 
course, be readily run at any time to prove or to accumulate the data 
by accounts, buildings, classifications, departments, and cost centers. 


Controls should be established preferably by accounts. If the 
record is manually maintained, it is recommended that only the addi- 
tions, deductions, transfers, and adjustments be applied to previous 
balances in the controls rather than a relisting or rewriting of a trial 
balance each year-end. 


I know a textile plant that is exceedingly well maintained, the 
equipment is efficiently arranged, the factory floors are swept, the walls 
washed every day, the employees are given every consideration for 
their health and welfare, but the property records, through which the 
fixed asset accounts are maintained representing over 60% of the com- 
pany’s investment, are a mess. I could continue such illustrations ad 
infinitum. Many of the property records that I have seen in my 
capacity of appraiser and consultant are wholly inadequate for proper 
control and usefulness. 


WHO IS GOING TO KEEP THE PROPERTY RECORDS? 


I have noticed some rather confused thinking regarding the main- 
tenance of the property records. You are thoroughly aware that the 
same individual cannot keep a record and audit it at the same time. 
And yet I find that the property accounting section in which the data 
are assembled and recorded is at times assumed to be responsible for the 
auditing of plant expenditures, verifying their propriety and accuracy, 
compliance with policy, etc. 


I believe that the importance and value of the fixed assets in most 


cases is sufficient to require specific assignment of a property control 
and accounting section. 
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Whether this section or department is located in the plant, in 
the engineering department, or accounting department depends upon 
circumstances; but in any event the work should be done under the 
supervision and jurisdiction of the accounting department. 


CAPITAL ADDITIONS 


Any unit of property having a useful life in excess of a year or 
two, usually substantial in nature and cost, is a capital addition. Any 
item that is short-lived, which usually will be nominal in cost, is a 
proper charge to expense. 


Some concerns make the distinction between items to be capitalized 
and those that are to be expensed by making a rule that all items 
costing less than a certain amount are to be expensed — say $100. or 
as much as $500. To my way of thinking this is not only unreasonable, 
since many capital items can be purchased for less than such limits; 
but the procedure becomes automatic or mechanical. I would prefer 
that no specific limit be expressed and leave room for judgment based on 
the rule. 


Replacements of equipment should be capitalized, and the unit 
that is replaced, removed from the property accounts. Partial replace- 
ments should be similarly recorded and the cost credited and the reserve 
debited with the original cost of the item replaced if it can be ascer- 
tained, or by an equivalent reduction of both the asset and the reserve 
for depreciation. 


The cost of rehabilitation should be capitalized and the unrecovered 
balance of the original asset brought over and added to the new cost. 


PHYSICAL INVENTORY 


Even if you have established a procedure that calls for a report of 
disposals, unless physical inspections are made with sufficient frequency, 
many items will disappear unnoticed and unrecorded. 


It has been my experience that a physical inventory of the fixed 
assets often reveals the absence of property up to 10% of the book 
value. This can be corrected by a continuous physical check on the 
part of the property accountant, by taking one section, a building, a 
floor, or department each month or period. 


I recall an instance in discussing this condition with the Treasurer 
of a company in New England who insisted that nothing like that could 
happen to him. I noticed on inspection that a garage building had 
been demolished some time past, although the foundation was still 
visible, and that the retirement had not been recorded in the accounts. 


kee 
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So I asked him when this building, which had been in clear view 
from the windows of this office, had been torn down. He was astounded 
when he looked out and saw that it was gone, and insisted on going 
out immediately to see for himself. While he found it difficult to 
believe that such a thing could happen without his knowledge, I had 
no argument with this client when we showed a substantial amount of 
unrecorded deductions in our report. 

Incidentally, some people who are concerned with the question 
of replacement reserves and the effect of inflation on the fixed asset 
accounts might be surprised to learn that the difference between the 
actual physical property in existence and the property accounts on the 
books was even greater than the excess cost of necessary replacements 
over normal cost. 

Physical verification is essential. I know that auditors are paying 
more attention to the property accounts, particularly in scheduling the 
current additions. They sometimes devote considerable time to the 
mathematical accuracy of the depreciation provision. But they fre- 
quently overlook the necessity for physical verification of the property. 

* you have ever had occasion to analyze the ordinary entries of 
complex additions to the fixed asset accounts, you will understand what 
I mean when I say that a breakdown or allocation of the component 
parts from such entries is impossible. 

Of course it takes the combined knowledge of an architect, engi- 
neer, and an accountant to write up properly a complicated improve- 
ment such as a power plant, or the installation of a large system. But 
it must be doné if the property records are going to mean anything for 
the purpose of control of the physical property. 


DEPRECIATION 

The application of average rates of depreciation has too often 
permitted a laxity in respect to the property accounts. It seems so easy 
to assume that a reasonable estimate of depreciation can be made by 
setting up accounts such as buildings, machinery and equipment, and 
furniture and fixtures, and applying a reasonable average rate of 
depreciation, depending on the industry for confirmation or based upon 
the judgment of the management. 

This often leads to a tendency to classify items according to rate, 
including them in the accounts in which the rate is highest and then 
wind up with mixed accounts that become increasingly difficult to 
unravel. 

Tie these accounts up with a fluctuating policy on capital and 
expense items and on repair and maintenance charges, with failure to 
account properly for disposals, and control is lost. 
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If depreciation is computed at average rates by accounts or even 
by classifications within an account, no real purpose is served by record- 
ing the monthly or annual depreciation provision on each ledger card. 
All that is needed is a table of rates, and since we should know when 
each item or group was acquired, the accrued depreciation may be 
calculated on each item whenever it is needed. I have sometimes seen 
a monthly depreciation provision posted against each item and fre- 
quently found the annual provision carefully posted every year and 
balanced on each card. This would seem to be a time-consuming and 
unnecessary procedure. 


If depreciation is computed on the estimated life of each major 
unit or group of minor items, the annual provision will only have to 
be recorded once on each card. There is no necessity for posting this 
annual depreciation provision every year except when there is a change 
or an adjustment to be recorded. 


Item rates permit more accurate determination of depreciation and 
more satisfactory proof when required. 


AUDITING DEPARTMENT PROCEDURE 


It should be the responsibility of the auditing department to see 
that the policies and procedures established are complied with; they 
must verify the recorded facts and assume that they are acting on behalf 
of the management in the conservation of the assets. 


A suggested program would include: 


1. A review of all, or the major additions for the period, including 


incomplete construction. 


to 


Check actual expenditures with estimated costs and expla- 
nations for the differences. 


3. Examine all purchase invoices, material requisitions, and time 
reports. 


4. Check the purchasing department’s methods and records. 


5. Review the distribution and classification of all new construc- 
tion. 


6. Examine the status of authorized appropriations and prepare 
a report. 


7. Make physical inspections. 
Check all transfers. 


Review retirements and the promptness with which they are 
reported. 
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10. Review depreciation accounts for policy and practice and dis- 
tribution. 


We are not apt to suspect misconduct in the property accounts. 
Portable items may frequently disappear, but improper use and waste 
of tools of production often represent more serious losses. 


The internal auditor is especially qualified to prevent serious errors 
in lack of conservation and in the misuse and abuse of capital invest- 
ments, and repair and maintenance charges. 


Perhaps this sounds like a very ambitious program, and it is. Many 
concerns, recognizing the technical requirements, employ appraisers 
and engineers to institute or organize the property record. Whenever 
possible, the details of recording and accownting should be carried on 
currently by a property accountant or section. The physical inspection, 
annual review, revision of life estimates, etc., may require the services 
of an engineer or architect. 


Frequently, some of the work called for by such a program is 
performed as an annual service by an appraisal company, including a 
report on fixed assets and depreciation that corresponds to the audit 
report on the balance sheet and operations of the company by certified 
public accountants. 


This annual service and report may include Continuous Service, 
which is a term applied to the maintenance of insurable values at 
cost of reproduction less depreciation. Generally the insurance report 
is in summary form, sufficient for the purpose of placing insurance; 
the details are kept in working notes and records, and are available 
in the event that proof of loss is required. 


EFFECT OF INFLATION ON FIXED ASSETS 


A discussion on Fixed Assets is hardly complete without some 
reference to increased cost of replacements. 


There has been a great deal of discussion regarding the effect of 
inflation on the fixed asset accounts during the past few years which 
will continue until a satisfactory solution to the problem of accounting 
for the fluctuation of price and value is established. Current issues 
of The Journal of Accountancy, The Controller, The National Associa- 
tion of Cost Accountants Bulletin and other publications keep this issue 
alive. The importance of the problem may in general be further 
accentuated by the extent to which inflation exists now as compared with 
pre-war averages. 


Whether or not that degree of inflation is serious is a matter of 
opinion and application to individual situations. Certainly, by com- 
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parison with the inflation which has existed and still exists in other parts 
of the world, it is not material. 


The most recent construction cost index issued by The American 
Appraisal Company showed a steady increase in such costs since 1959. 
This index number, as of December 31, 1948, stood at 500, or some 
300 points above the pre-war level as shown on the TAAC Cost Trend 
Chart. 


Upon these premises we can assume that most of our fixed assets, 
particularly machinery and equipment, will require about twice as 
much capital when replacement becomes necessary. 


If we give further effect to the fact that many of the assets now 
in use have been fully depreciated on the books and their cost is no longer 
included in the cost of plant as shown on the balance sheet, that a 
certain percentage of other assets were acquired from the Government 
or Government Agencies at a small fraction of their original cost to 
the Government and so are carried on the books at much less than their 
original cost, and that, in addition, those assets purchased during the 
war and written off or amortized as emergency facilities are now carried 
on the books at no cost, we reach the conclusion that the replacement 
cost now, and in the immediate future, of the assets in use would be 
much more than twice as much as the cost now shown on the books. 


Of course the real problem that faces management in this respect 
is financial and is founded upon the necessity for the accumulation of 
sufficient funds out of earnings to pay for the increased cost of the 
facilities replaced. In order to accomplish this, presumably, selling 
prices must include not only a provision for the recovery of the normal 
depreciation on the historical cost but an additional provision for the 
excessive cost of such replacements. Otherwise, profits may be insuf- 
ficient to provide any reserve and the funds for this purpose. 


If you will help run our government in the American way, then 
there will never be any danger of our government running America in 


the wrong way. 


—Gen. Omar N. Brapiey 
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NVENTORY is frequently one of the largest items in the balance 

sheet, and from the viewpoint of its relationship to the profit and 
loss statement should be considered with the utmost importance. A 
serious misstatement of the value of the inventory not only materially 
affects the amount of current assets, but also reflects a corresponding 
increase or decrease in the net profit for the period. The accuracy of 
any inventory depends in part upon the correctness of the quantities, 
the prices and the computations involved in determining its valuation. 
The internal auditor can usually verify prices and computations but, too 
frequently, he is not present at the time the inventory is taken and, 
consequently, cannot make actual quantity verifications. The internal 
auditor, however, can do a great deal to determine the reasonableness 
of the stated inventory quantities. 


VERIFICATION OF QUANTITY AND QUALITY 


The first responsibility of the internal auditor in ascertaining the 
quantity accuracy of the inventory is to sufficiently review the pro- 
cedures and methods followed during the taking of the inventory to 
substantiate the fact that it was accomplished in a reliable manner. 
A copy of the inventory instructions should be obtained and examined 


*Paper delivered at a Detroit Study Group session. 
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carefully for any possible weakness in procedures. The original inven- 
tory tags or cards should be available and tests made by comparing 
quantities, part numbers and descriptions reflected thereon, with the 
corresponding items on the typed inventory sheets. If perpetual inven- 
tory records are maintained, the quantities shown as of the date of 
the inventory should be compared on a test basis with the quantities 
indicated on the inventory sheets. Any unusual differences should be 
noted and followed to the complete satisfaction of the auditor. If the 
examination reveals or indicates an unreasonable number of errors or 
inaccuracies, such discrepancies should be brought to the attention 
of the comptroller or management immediately. In certain instances 
you may find it advisable to suggest that the entire inventory or portions 
thereof be retaken. 


The internal auditor should observe that the inventory sheets have 
been signed or initialed by the persons responsible for determining 
the prices, making the calculations and footings. 


He should see that goods billed to the customer, but not shipped, 
are excluded from the inventory. 


Special attention should be given to goods in transit. 


He should satisfy himself that no material which has been charged 
to a property account is included as part of the inventory. 


Inventories located at outside points such as in warehouses, on con- 
signment, etc. should be given special attention. 


The inventory should not include materials which are in your 
plant on a consignment basis. However, it is advisable that the estab- 
lished inventory procedures provide for quantity and quality verifica- 
tion of these materials, principally (1) for the purpose confirming or 
acknowledging the consignor’s request for the existence of material 
and (2) to permit determination of the consignee’s liability in event of 
any unreasonable shortages or damages thereto. 


If the internal auditor is present at the taking of the inventory, 
he should make reasonable inquiries and perform physical test counts 
to ascertain that the quantities have been carefully determined and that 
the quality and condition of the inventory has received due considera- 
tion. The possible inclusion of obsolete, damaged or unsalable stock 
in the inventory should be considered at all times by the auditor. If 
included, it should not be represented in excess of its realizable value. 
Frequently, at the time the inventory is taken or in the preparation 
thereof, such items are separated and valued accordingly. 
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VERIFICATION OF COMPUTATIONS 


While the internal auditor frequently is not expected to assume 
complete responsibility for inventory quantities, generally it is felt he 
should be held responsible for its clerical accuracy. 


The arithmetical computations of all large amounts should be 
checked and sufficient tests should be made of the remainder of the 
inventory to indicate that it has been accurately prepared. 


The auditor should be alert to detect errors in extensions due to 
misplaced decimal points and frequent miscalculations where items are 
priced in dozens, or by gross and hundredweight. Footings should be 
proved and, if the inventory is divided into sections, the totals of each 
section should be verified and the amounts traced into the summary, 
and the summary footed. 


VERIFICATION OF PRICES 


A substantial portion of the unit price should be tested by the 
internal auditor in determining that the inventory is correctly evaluated. 
The unit prices of all large items should be verified. 


Prices may be obtained from invoices of the most recent purchases, 
cost record cards, or market quotations which frequently may be 
secured from published trade journals, catalogues, daily newspapers or 
from various other published price lists. The auditor may prepare a 
“pricing schedule” on which should be listed the items in the inventory 
selected for the test. This schedule should reflect a description of the 
item, quantity, unit price and value as shown on the inventory sheets. 
To these data should be added the information taken from the most 
recent invoices (or other selected sources); i.e., unit price and value, 
to determine if it differs materially from the value shown on the inven- 
tory sheets. It may be necessary to go back and examine several invoices 
to cover the quantity shown in the inventory. 


Trade discounts should be deducted in determining the inventory 
value. 


Cash discounts or special price adjustments may or may not be 
deducted, depending upon the policy or practice of the trade or business. 


In the case of work in process and finished products, we have 
various other factors to consider. A general examination and test of 
the cost system in effect is the best means of checking the cost of work 
in process and finished goods. See that no selling expenses, interest 
charges, or other administrative expenses are included in factory over- 
head, except so far as they are directly applicable to production. Be 
certain that interdepartmental profits or, in the case of consolidated 
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statements, that intercompany profits are eliminated from the inventory. 
Review basis of factory overhead distribution to the various departments 
and products. Ascertain that the direct labor costs in the work in process 
and finished product inventory have been included on a basis consistent 
with the normal practice of the business. Treatment of overtime and 
night shift premiums, vacation accruals, down-time, standby-time, etc. 
should be closely observed. 


Presently, there are three basic methods frequently followed in 
pricing and valuing inventories, namely; 


1. Cost or Market, whichever is the lower. 
2. Cost Method. 
3. Retail Price Method. 


The rule “cost or market, whichever is the lower” may be an 
arbitrary method and at times may seem unreasonable, but, never- 
theless, it is generally accepted by most accountants, bankers, and the 
Bureau of Internal Revenue (for income tax purposes) and therefore 
may be considered a safe method to use. On this basis goods will be 
valued at cost, when the cost price is less than the market value, and 
will be valued at the market price, when the cost is more than the 
market value. This method of pricing inventory results in the current 
period being charged with the loss resulting from a decline in the 
market value of the goods to a point below the cost price. In other 
words, it absorbs the loss in the period in which the market value 
declines rather than in the period in which the goods are sold. On the 
other hand, an increase in the market value above the cost price of 
the goods does not result in the current period being credited for the 
gain, since it would not be good accounting practice to take a profit 
on goods which have not been sold. To sum it up, profits must be 
accounted for when realized through actual sales, but losses are to be 
absorbed as accrued, regardless of whether or not the goods have been 


sold. 


Under the “cost method” of pricing inventory, generally profits are 
not taken in advance of the sale, neither are losses accrued, but are 
accounted for in the period in which the goods are sold. In a business 
or trade where the market values reflect no appreciable fluctuation, the 
cost method may be advantageously used from year to year for inven- 
tory valuation. 


Some firms such as book stores, retail shoe stores, etc., frequently 
follow a custom of labeling the goods so as to show the cost after they 
have been placed into stock. If this plan is followed it would be a 
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simple matter to ascertain the cost of goods in stock at any time. Where 
the goods are not labeled as to cost price, it may be necessary to use 
either the average invoice price for the period, or to use the latest 
invoice price. The generally accepted procedure is to use the latest or 
most recent invoice price; here, again, the degree of price fluctuation 
must be given consideration. 

The “retail method” of valuing inventories has increased in popu- 
larity in recent years. Until recently the Bureau of Internal Revenue 
refused to recognize this method for tax purposes which had a tendency 
to hinder its development, but it may now be used, provided accurate 
and adequate records are maintained, that the basis is used consistently, 
and the method is so stated on the tax return. 


Under the “retail method” of valuation, retail prices are used 
throughout all inventory work. In general, this method is based upon 
the formula that the inventory at the beginning of the period (at retail 
price), plus the purchases for the period (at retail price), adjusted for 
additional mark-ups, mark-downs, shortages, etc., less the sales (at 
retail price), equals the inventory at the end of the period (at retail 
price); i.e., 

Beginning Inventory + Purchases — Sales = Closing Inventory at 

Retail Price 


Having computed the closing inventory at retail price from the fore- 
going formula and knowing the percentage of mark-up, the cost value 
of the inventory can be easily determined. 


EXAMPLE: 


Let us assume that a certain business has a beginning inventory 
of $1,000 retail price and that the mark-up is 50% of cost. During the 
period, purchases costing $3,000 were effected and merchandise was 
sold at retail price totaling $1,900. Then we have the following situ- 
ation: 

Beginning Inventory—Retail Price $1,000 

Purchases ($3,000 + 50% Mark-Up) — Retail Price 4,500 








$5,500 
Sales — Retail Price 1,900 
Ending Inventory — Retail Price $3,600 


$3,600 -:- 150% = $2,400 or Inventory at Cost 

Whatever method is employed, the internal auditor should deter- 
mine that it is in accordance with sound and accepted accounting prac- 
tices in that particular trade or business, and that it is consistent with 
the method followed in its normal operations. 
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The following suggestions involved in taking and pricing a physical 
inventory are by no means conclusive, neither will they be applicable in 
all cases; but they are representative of a few points that should be 
considered in attempting to effect a reasonably accurate inventory 
valuation: 


PREPARATION 


i. 


aS. - - 


The Comptroller, Chief Accountant or Internal sAuditor gen- 
erally will be in charge of inventory organization and pro- 
cedures, with the department head or foreman in charge of his 
own departmental inventory crew. 

Arrange materials and work in process in the most practical 
manner for counting and listing. 

Each department head or foreman’s responsibility should be 
clearly defined. 

As far as possible, work in process should be completed. 
Provide a special area for materials received from suppliers dur- 
ing the inventory period. 

Purchasing department should attempt to taper off receipts. 
The Certified Public Accountants should be given reasonable 
notification in advance of the inventory date. 

Inventory instructions (preferably written) should be carefully 
discussed and questions regarding doubtful points clarified 
before the inventory is taken. 


TAKING THE INVENTORY 


oi 


Ae gre 


¥. 


Complete as far as possible the inventory tag reflecting quantity, 
= number, description, location, condition, etc. 

ecord tag numbers issued to each foreman or department head. 
Make it very clear that every tag must be accounted for, 
whether used or voided. 
Determine that all items have been properly tagged. 
During the actual taking of the inventory it is desirable to 
have one man determine the quantity and a second man verify 
the count of the first. The tag should reflect the count of both 
persons. 
As the various departments complete the taking of the inventory, 
a representative of the accounting department should make test- 
checks of the indicated quantities, observe other information 
reflected on the tags and determine that no item has been over- 
looked. No tags should be removed before this has been accom- 
plished. 


Account for all tags previously issued. 


CoMPUTING THE INVENTORY 


1. 
2. 
5. 


Sort tags into numerical order. 
List tags in sequence on numbered inventory sheets. 
Price items listed on the inventory sheets from: 
Invoices 
Cost Record Cards 
Trade Journals 
Catalogues, Etc. 
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4. Calculate extensions and check by various balancing methods. 
5. Retain all original inventory tags and sheets for future refer- 
ence. 

Spectat Irems ror CONSIDERATION 

Returnable containers. 

Consigned stock-in. 

Consigned stock-out. 

Materials in transit, including freight bills on hand. 

Returned sales for which no credit has been issued. 

Purchases returned to a supplier from whom no credit has been 

received. 

Materials located at outside warehouses. 

Damaged, obsolete or otherwise unsalable goods. 

Work orders. 


In addition, it is also suggested that a memorandum be prepared 


and contained in the compiled file, indicating any weakness in the cur- 
rent procedures, with suggestions for subsequent years. 


SUMMARY 


The following briefly summarizes the responsibility of the internal 
auditor with respect to the annual physical inventory: 


1. Verifying the Quantity and Quality of the Stated Inventory. 
Here his responsibility will vary, depending upon the degree of partici- 
pation. However, he should be assured that due care was exercised 
during the taking of the inventory, that adequate controls were estab- 
lished and effected, and that damaged, obsolete or unsalable stock has 
been given proper consideration. 


CSN ASSP 


2. Price Verification. The internal auditor should ascertain that 
the basis of pricing is coincidental with sound and accepted accounting 
methods. He should make sufficient tests and checks to satisfy himself 
that the stated value of the inventory is reasonably correct. 


3. Verification of Computations. Whether the responsibility has 
been definitely indicated or not, the internal auditor should assume the 
responsibility for the clerical accuracy of the inventory sheets or other 
related documents employed in compiling total inventory valuation. 


We must bear in mind that time will not permit 100% verification 
of these three points; consequently, the auditor must exercise good judg- 
ment in making his tests. He should evaluate and weigh the possible 
outcome of his tests and checks. 





ARTICLES OF INTEREST 


TO INTERNAL AUDITORS 
JOHN F. BRADY, Member of the Editorial Committee, directs 


attention to the following articles of interest: 


Subject: Internal Auditing in Industry 
By: RESEARCH COMMITTEE OF THE INSTITUTE OF INTERNAL 


AUDITORS 
Chairman and Co-Editor 
VICTOR Z. BRINK — Ford Motor Company 
Members 
C. T. ATKISSON — Ford Motor Company 
E. H. CUNNINGHAM — General Motors Corporation 
H. C. KIMBALL — Lockheed Aircraft Corporation 
R. B. MILNE — Columbia Engineering Corporation 
A. E. SCHURICHT — Banner Iron Works 
Co-Editor 


BRADFORD CADMUS -— The Institute of Internal Auditors 


Published under the auspices of The Institute of Internal Auditors, Inc., 
New York City. 


This volume represents the results of a two-year project of the 
Research Committee of our InstrruTe and involves the untiring and 
wholehearted efforts of the members of the Committee, of the Sub- 
committees and of members of the various Chapters who partici- 
pated in this comprehensive project to make it a reality and a unique 
contribution to the literature of the accounting profession. The 
subject matter, General Elements of Control, is developed in the first 
chapter under the following categories; and they tend to indicate 
the scope of the work presented for our consideration: 

Beginnings of Control 

Management Control in Large Enterprises 

Requirement of Control 

Advantages of Control 

The Place of Internal Auditing 

. The Application of Control Principles 


The various fields in which these basic principles are applied and 
the special problems that are encountered there are taken up in a 
very comprehensive and thorough manner by internal auditors who 
are well versed by long experience in their solution in: 


ie 


Coal, Iron and Other Mining Food Processing 
Making and Shaping of Steel Meat Packing 
Smelting and Refining of Publishing and Printing 

Non-Ferrous Metals Banking 
Introduction to Petroleum Insurance 
Petroleum Exploration and Production Motion Pictures 
Petroleum Refining Utilities 
Petroleum Marketing Department Stores 
Automotive Manufacturing Chain Stores 

and Distribution Air Transport 
Construction 
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Subject: Audit Working Papers 

By: MAURICE E. PELOUBET, C.P.A., Partner, Pogson, Peloubet and 
Company 
Published by McGraw-Hill Book Company 


This text is a complete revision of the one pent’ under the 
same title in 1937 by the American Institute Publishing Company 
under the auspices of the American Institute of Accountants. 

It is a guide for use in auditing assignments with a detailed, illustra- 
tive set of audit working papers prepared in the same manner as 
under normal working conditions for a manufacturing corporation 
in the $10,000,000 group, which is organized as a holding-operating 
company with several subsidiaries. 

The working papers that are illustrated are designed to provide 
the basic information for the comprehensive reports to manage- 
ment, to stockholders, to the Securities and Exchange Commission 
and to other regulatory and governmental bodies. The information 
is set forth in these papers in such manner as to permit the prepara- 
tion of the Federal and State income tax returns. 

The scope of this text can better be understood when it is considered 
that the various accounts that appear in company reports are dis- 
cussed from all aspects, as are the following: 

Working Papers for an Individual Company 
Consolidated Reports and Working Papers 

Working Papers for Larger Consolidations 

Safeguarding Working Papers — Good Form 

Indexing and Filing Working Papers 
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Subject: A Pattern for Professional Business Education 


By: GEORGE W. ROBBINS, Associate Professor of Marketing and 
Associate Dean of the College of Business Administration, University 
of California at Los Angeles 


Published in The Accounting Review, October 1949 


This paper was presented at the December 1948 meeting of the 
Pacific Coast Economic Association. At the outset, Mr. Robbins 
stated that the preoccupation of business educators with the prob- 
lems of curriculum has not kept pace with the growth in enroll- 
ments nor with the expanding a of collegiate schools 
for the preparation of potential leaders in the study and manage- 
ment of economic affairs in our complex society. 


In stressing the objectives of professional business education, he 
indicates that, if the professional business school in the university 
has a unique function among business schools, it must embrace the 
task of educating for the very highest level of management and 
executive responsibility where the problems raised require the 
greatest intellectual challenge and the fullest development of per- 
sonality structure. 

In continuing his treatise, he sets forth eleven personality charac- 
teristics that are considered to be common to successful top execu- 
tives and indicates that the studies of Bossard and Dewhurst lend 
further credence to the proposition that business students should be 
selected and trained carefully on the basis of significant personality 
traits as well as dentin, 

The problems involved in the selection of personnel and their train- 
ing for staff assi ents in an organization emphasize the impor- 
tance of such a discussion as is here presented, and, for those who 
are directly or indirectly concerned with this responsibility, this 
paper can be studied in the light of these particular problems. 
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Subject: What Research Can Do for Controllers 


By: FLADGER F. TANNERY, Assistant Comptroller of Humble Oil & 
Refining Company, Houston 


Published in The Controller, November 1949 


In delivering this paper before the Dallas Control of the Controllers 
Institute of America, Mr. Tannery, as a preliminary, sets forth 
the remarks on the real significance of research made by Thomas 
Edison and Charles Kettering, prominent inventors, and the pithy 
remarks of The Chinese on the same proposition which run sub- 
stantially in the same vein as follows: 

“The diamond cannot be polished without friction, nor the 

man perfected without trials.” 


In continuing his discussion, he points out the following broad 
results the controller might reasonably hope to attain through a 
research program: 

1. Ascertaining that the accounting policies and financial 
statements are in accord with the times and serve the 
requirements of our changing economic, social and busi- 
ness conditions. 


2. Keeping the accounting policies and procedures geared to 
the changing operations of the company by: 


(a) Providing the type of statements and factual informa- 
tion that will enable operating management to direct 
successfully its manufacturing, marketing and admin- 
istrative activities: 

(b) Assuring that the clerical procedures are practicable 
and in harmony with the realities of operations. 

3. Ascertaining the efficacy of internal controls by maintain- 
ing control procedures that are in keeping with calculated 
risks without hampering operations or burdening employees 
with meaningless routines. 

+. Improving the mechanics employed to collect and report, 
with a minimum of paper work and lost motion, the 
accounting information required. 


Mr. Tannery then states the specific accomplishments that are possi- 
ble of attainment in such a research program, and indicates that 
the importance of these in the order of their rank will be depend- 
ent upon the conditions prevailing in the individual company and 
the type of operations in which it is engaged, and that a given 
research project will usually embody several of these objectives 
since the dividing line is not always clear. 

This paper is quite comprehensive in its scope, and the suggestions 
offered will enable the reader to apply them in his business to the 
peculiar problems that may exist there and, at the same tite, it 
will enable him to test the accounting procedures and related ones 
as to adequacy and usefulness under present day conditions. 


Subject: Accounting Research Bulletin No. 38 
Disclosure of Long-Term Leases in Financial Statements of Lessees 
Published by American Institute of Accountants, Committee on 
Accounting Procedure, October 1949 
In this bulletin, the Committee points to the growth in recent years 
of the practice of using long-term leases as a method of financing 


as well as the problems of disclosure they create in such instances 
and ones of similar import. 


The Committee, in the light of its wide study of these matters, 
believes that material amounts of fixed rentals and other liabilities 
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maturing in future years under long-term leases and possible related 
contingencies, are material facts ‘alfecting judgments based on the 
financial statements of a corporation; and those who rely upon 
financial statements are entitled to know of the existence of such 
leases and the extent of the obligations thereunder, irrespective of 
whether the leases are considered advantageous or otherwise. 


The points to be disclosed are set forth in this bulletin in detail for 
the guidance of all those responsible and interested in such reports, 
and they can be read in the light of the objective the Committee 
has in mind. 


Subject: Accounting Research Bulletin No. 39 


Recommendation of Subcommittee on Terminology— 
Discontinuance of the Use of the Term “Surplus” 


Published by American Institute of Accountants, Committee on 
Accounting Procedure, October 1949 


In this recent bulletin, the Committee on Accounting Procedure 
approved as an objective the recommendation of the subcommittee 
on terminology with respect to the discontinuance of the use of the 
term “surplus” in accounting. 


The Committee on Accounting Terminology, in making this recom- 
mendation, lays stress on the primary importance of presenting 
the stockholder’s equity in such a manner as to permit the interests 
of each particular class to be clearly underst and especially to 
reflect the full extent of their respective contributions to the capital 
of the business. 


Further, this committee advocates, as an important objective, that 
the term “surplus” whether standing alone or in such a combina- 
tion as capital surplus, paid-in surplus, earned surplus, appraisal 
or such similar terms be discontinued and, in their stead, there be 
used terms indicating the source of the funds involved as: 

Retained Income 

Retained Earnings 

Accumulated Earnings 

Earnings Retained for Use in the Business 


In the case of a deficit, the committee suggests that it be shown 
as a deduction from the contributed capital, with an appropriate 
description and that, where practicable, the extent to which amounts 
have been appropriated for special purposes or restricted as to with- 
drawal be clearly indicated. 


Subject: Permanent Is Forever!!! 
(The staggering cost of records storage and what to do about it] 


By: MARGARET M. WEIS, Clerical Methods Planner of the Western 
Electric Company, New York City 


Published in The Controller, December 1949 


As Clerical Methods Planner of the Western Electric Company, 
Miss Weis is responsible for the storage of all inactive records of 
the headquarters of the company; and has spent several years in an 
intensive analysis of proper filing and records storage methods. 


In the light of her experience, as well as her service with the 
Records Management Association of New York of which she is a 
former Research Chairman, she discusses this important subject with 
particular reference to the means of effecting substantial reductions 
in storage costs consistent with the fundamental purposes that 
underlie the retention of records. 
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The three means of scaling down the tremendous hidden storage 
costs are enumerated as: 


1. Establishing periods for the preservation of records consis- 
tent with their nature and purposes and in conformity with 
legal, statutory and company requirements. 

2. Adoption of a systematic procedure to insure the destruc- 
tion of records at the expiration of the periods prescribed 
for their preservation. 

3. Adoption of means of reducing the bulk of inactive records 
in storage. 

Where storage in large cities or elsewhere is limi this problem 
is of primary importance. Moreover, where this condition does not 
exist, the problem is equally important in view of the losses result- 
ing from these hidden storage costs as well as losses in efficiency in 
the employment of personnel, two vital problems of management in 
which internal auditors must necessarily take a very active part. 


Subject: Why Do Businesses Fail? 


By: GRIFFITH M. JONES, Assistant to the President, Dun & Bradstreet, 
Inc. 


Published in Dun's Review, December 1949 


This article is based on opinions of informed creditors and informa- 
tion in Dun & Bradstreet’s Credit Reports in which the Classifica- 
tion of Causes of Business Failures in the Third Quarter of 1949 is 
enumerated. Out of 2,261 business failures, 2,039, or 90.2 per cent, 
are broadly classified in categories indicating inefficient management 
or incompetence. The basic causes are listed as: 





Lack of Experience in the Line ................ 26.3% 
Lack of Managerial Experience ................ 22.6% 
Unbalanced Experience .0..................0ccs00000 6.4% 
UIE ahicctocthnadelh -ctenicheincatsncecssatinicmniicn 34.9% 
Ee ER ee 90.2% 

These causes are evidenced by underlying conditions which resulted 


in: 
Inadequate Sales 
Heavy Operating Expenses 
Receivables Difficulties 
Inventory Difficulties 
Excessive Fixed Assets 
Poor Location 
Competitive Weakness 
Other Causes 


This study therefore tends to emphasize the fact that a solvent busi- 
ness continues to exist as such when its direction is being guided by 
experienced management, and, further,that the remaining 9.8 per 
cent of the basic causes of business failures, including 4.6 per cent 
for neglect, i.4 per cent for fraud, 2.0 per cent for disaster and 1.8 
per cent for unknown reasons, constitute but a minor part of the 
really important problem in management functions. It also further 
tends to stress the relative emphasis that should be placed by the 
internal auditor in carrying out his responsibilities in the field of 


management. 
Subject: Foreign Investments for Americans 
By: STANLEY W. DUHIG, Vice President of Shell Oil Company, New 
York City 


Published in The-Controller, December 1949 


In this article, there is presented the substance of remarks by Mr. 
Duhig, given at a panel discussion held on September 28, 1949 
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under the auspices of the U. S. Council of the International Cham- 
ber of Commerce on the subject of “Confidence and Investment” in 
which other prominent executives, including Robert L. Garner, 
Vice-President and General Manager, International Bank for Recon- 
struction and Development, took an active part. 


the broad aspects of this far-reaching problem, he 
indicates that the studies that have been made to encourage Ameri- 
cans to invest in foreign projects by the easing of the risks incidental 
to such investments and that, to this end, the United States Govern- 
ment is intensifying its effort to write treaties with other countries 
that will give greater confidence to investors; that it is proposing 
that the Export-Import Bank be authorized to guarantee U 
States private capital newly invested in productive enterprises 
abroad against their peculiar risks; that these treaties contemplate 
the serving of the following purposes: 
1. Assurance of non-discriminatory, reasonable, fair and equi- 
table treatment for American investors; 
2. Reasonable freedom for Americans to operate, control, and 
manage enterprises established abroad; 
3. Assurances of prompt, adequate, and effective compensation 
in the event of the expropriation of the investors’ property; 
4. To work out arrangements by which an investor can with- 
draw earnings and capital investment if he wishes. 


In discussing the various aspects of foreign investments, he empha- 
sizes the traditional American theme of the free enterprise system 
with returns commensurate with the risks involved, as well as the 
advantages to our economy and that of the rest of the world when a 
large and growing volume of international trade flows. In view of 
the disordered social and economic conditions that exist through- 
out the world at this time, the importance and timeliness of this 
subject should be fully realized, especially as its impacts affect us 
in our business interests. The thoughts expressed by Mr. Duhig in 
this brief resume should throw some light on our own problems 
in this field. 


1950 — A YEAR OF DECISION 


All who can think should realize we have come to a place where 
we will use our hard won freedom or sacrifice it for the glittering prom 
ises of a so-called Welfare State. This is the year in which we will travel 
further along the road to rampant socialism or change our course to 
ward the great estate we of all people in world history have built for 
ourselves. Under our free enterprise system, it is up to the individual 
to make the decisions. 


—BrookLyn CHAMBER OF COMMERCE 
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EXCERPTS FROM THE MINUTES OF A NEW YORK 
CHAPTER MEETING, HELD IN SEPTEMBER, 1949 


Mr. Thomas W. Spicer of the Western Electric Company, Inc. was 
the discussion leader at this meeting. He introduced Mr. John B. 
Thurston, partner in the firm of George H. Elliott and Company, 
Management Consultants. Mr. Thurston's subject related to “Re- 
cent Developments in Internal Auditing Practices,” an analysis of 
answers to a questionnaire sent out to 500 members of Tue Instt- 
TuTe. Approximately 150 replies were received. Principles and 
practices in each industry, between industries, and for the profession 
as a whole, were surprisingly significant. 

The first question related to practice and preference in the use of 
titles for the head of the Internal Auditing Department. In the petro- 
leum industry, the title “General Auditor” is used almost exclusively. 
In the gas and electric utilities, the titles “Internal Auditor” and “Audi- 
tor” appear to be equally divided in use and preference. In banking, the 
title “Auditor” is used almost exclusively; this same title also has a heavy 
preference and use in insurance companies. In manufacturing com- 
panies, the title “Internal Auditor” appears to predominate in preference 
and use. 


The questionnaire contained a section on historical data to which 
the replies were most interesting. In all but three instances, the internal 
auditing departments of 14 reporting petroleum companies were 
founded prior to World War II, that is, prior to December, 1941, and 
several were established prior to World War I. Almost 100% of the 
public utilities, banks, and insurance companies reported establishment 
of their internal auditing departments prior to World War II. By 
contrast, in the instance of manufacturing and other reporting organiza- 
tions, as many internal auditing departments have been established 
during or since World War II as were set up prior thereto. This is 
interesting evidence of the growing recognition of the importance of 
internal auditing throughout American industry. 


Statistics as to size of staff were interesting. In the petroleum 
group, size ranged from 5 to 57 with 6 companies having 20 or more. 
Utility staffs ranged from 3 to 40, with 7 the median size. Bank staffs 
ranged from 14 to 73 with 15 the median. Insurance company staffs 
ranged from 3 to 149, with a wide variety of sizes in between. In 
other industries the median centered around 10. The questionnaire 
proved that, in many companies, Internal Auditing is looked upon as 
a source of and training ground for company executives. 


44 


Members’ Forum ; 45 


Another question inquired into the support received from top 
management. In the petroleum group, only one company reported 
that it did not receive adequate support from top management and 
none so reported in the utility, banking or insurance groups. 


Perhaps the most disappointing replies received were those relating 
to the inter-relationship between public accountants and internal audi- 
tors. There are many leading firms and individuals in the field of 
public accounting who still either do not or will not recognize the 
role of internal auditing. 


The question was asked: “Does a close working relationship exist 
between your company’s Internal Auditor and its Public Accountant?” 
One hundred and five companies answered this question, and of these 
22 answered in the negative. This failure is believed to be due largely 
to a lack of understanding of modern internal auditing on the part of 
men in the public accounting profession. Tue Instirute or INTERNAL 
Aupitors should take active steps to correct this situation. 


Another question asked: “In the opinion of your company’s Public 
Accountant, could he issue an unqualified certificate if the company 
did no internal auditing?” The direct answers were divided almost 
50-50 between C.P.A’s. who said they could issue an unqualified certifi- 
cate and those who said they couldn’t if there was no internal auditing 
in a given company. Does this mean that the C.P.A’s. answering in the 
affirmative do more work than is really necessary in companies having 
internal auditing staffs? Or, and this appears more likely, does it mean 
that these C.P.A’s. fail to understand just what work is performed by 
the internal auditors? Internal auditing is an essential factor in internal 
control in any large or complex company, and if this function is not 
performed, the certificate ought to be qualified to reveal the fact that 
the system of internal check and control is not complete. 


Of modern internal auditing, said Mr. Thurston, it is hoped and 
believed that the forward momentum of the profession will be acceler- 
ated in the years to come, and that internal auditing will make even 
greater contributions than it has in the past to the perfection of corpo- 
rate practices. 


ACCOUNTS RECEIVABLE VERIFICATION LETTERS 
IN CHAIN STORE AUDITS 


In discussions of audit programs, the subject of verifying customers’ 
accounts usually evokes a lively and varied exchange of opinions. We 
have all heard the advantages and disadvantages of the various forms, 
positive and negative and the varieties within these categories. 
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Approaching this subject solely as it applies to retail chain store 
auditing, it is my desire to warn against the danger of placing too much 
confidence in this audit function regardless of the procedure or method 
used. 

There are many statistics maintained on verification results. Some 
companies tabulate the number of replies received versus the number 
solicited. Others tabulate the dollars actually confirmed versus the total 
receivables. All such tabulations serve a very definite purpose in evalu- 
ating the audit accomplishment and in formulating audit policies. 

Further, there are audit policies that call for second or third follow- 
up letters on those not replying. It is presumed that all follow closely 
the replies taking exception or of complaint. Undoubtedly, each pro- 
cedure is well adapted to the particular type of business and the internal 
controls of the particular company. 


However, there exists a grave danger that auditing executives treat 
this matter in the light of the results, as evidenced by the statistics, and 
fail to consider the human element entering into this phase. 

A store of a chain organization is usually staffed by a small group 
in contrast to the numerous employees of a department store. There- 
fore, there develops a more intimate relationship between the customer 
and the store personnel. Should the customer be a budget or time- 
payment buyer, he visits the store frequently to make payments, thereby 
increasing his intimacy with the store personnel. 

For the purpose of discussion: what is the customer’s reaction when 
he receives a verification letter which is at variance with his own 
records or memory? Does the customer hasten to advise the auditor 
of the discrepancy? Based upon personal observations, the writer 
believes that such is frequently not the case. 

Many times during audits, I have overheard telephone conversa- 
tions when customers have discussed discrepancies in their accounts 
with store personnel. Very frequently, customers have brought the 
audit letters into the store, checked the letter against store records and 
then signed the confirming letter. 

Too, we have had instances when a store employee has persuaded 
a customer to sign the letter on the basis of, “I'll correct it after the 
auditor leaves.” Fraud has subsequently been developed in cases where 
this instance has occurred. 

When we consider that retail consumers come from every walk of 
life, few with an understanding of accounting procedures, is the gen- 
eral attitude or procedure extraordinary? I maintain that it is not 
out of the ordinary, and is only what we should expect to happen, at 
least occasionally. 
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Unless the consumer senses some personal monetary loss, we can- 
not, in every case, expect him to pour forth his exception by mail to 
an unknown auditor. When the auditor does receive a reply leading 
to the disclosure of fraud, such should be considered as the unusual 
rather than as the commonplace. 

So, as auditors, it behooves us to take cognizance of this human 
element. We must acknowledge that the customer will first turn to 
the small local group that has given him satisfactory service on his 
radio, that has fitted well a suit to his figure, or that has fixed his flat 
tire in a time of distress. 

The writer does not underrate the value or the necessity of audit 
confirmations of customers’ accounts; but I do want to combat the 
danger of over-confidence in the actual results obtained. If we do recog- 
nize the relationship between local personnel and the customer, we will 
then look more carefully “behind the record” rather than at the record 
itself. Awareness of this situation will go a long way to lessening the 
dangers. 


—ArTHUR F. LAuRIAN. 


AUDITING VERSUS SYSTEMS AND PROCEDURES 


The question of whether the initiation and the installation of 
systems and procedures falls within the confines of the internal auditor’s 
responsibility to management has been widely discussed by INstiTUTE 
members over the past several years. It seems, however, that despite 
all of the discussion, we, of Tue Instrrute, still disagree on how we 
can best serve management in this regard. It should be recognized that 
since this is our problem, we, as a profession, should decide on a policy 
that is in accord with the “Statement of the Responsibilities of the 
Internal Auditor,” as published by Tue InstrruTe. 

Since it has been stated that the question should be resolved, it 
would be remiss if some commentary were not advanced by the writer. 
It is the opinion that no line authority devolves on the internal auditor 
and, because of this, he can best serve management by limiting his duties 
solely to appraisal functions. In other words, the role of formulating 
and administering general policy belongs to line management. 

The comments which follow are not intended to qualify but, rather, 
to clarify and give cognizance to certain problems which must be coped 
with in the fulfillment of ordinary duties, the disposition of which may 
appear, superficially at least, to conflict with the thought advanced. 

“Internal Controls” and “Systems and Procedures,” while anal- 
ogous, are not synonymous. The latter are established and limited to 
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meet particular needs and situations; the former is the direction of 
standard procedures and systems in order to provide check points which 
will permit an appraisal of the efficiency of the basic operation being 
regulated. It therefore follows that if basic internal controls are not 
provided for within a procedure, it is the internal auditor’s responsibil- 
ity to see that corrective steps are taken, but without affecting the 
procedure in principle. 


No internal auditor can relieve himself of the obligation to reveal 
inadequacies in procedures, or ignore his responsibility to follow up 
with remedial recommendations. It is at this point, however, that he 
must stop and then permit management to act. If the action by man- 
agement is in the way of an order for the internal auditor to install or 
elaborate on his recommendation to such a point that it develops into 
a procedural outline, then it is the duty of the internal auditor to pro- 
ceed as directed. In this connection, the importance of the internal 
auditor to management must be weighed in terms of his service to 
them, and only management can decide what the extent of that service 
should be. 


— J. W. LoucHRen. 


I used to have a sentimental idea that one day there would be 
added a Forty-ninth Star to the blue field of our national flag. Maybe 
Hawaii or Alaska would enter the Union under the terms laid down 
in Article Four of the Constitution. I certainly never dreamed it would 
be anything like the Welfare State! 

But it may not be too late to hope that we yet be spared from 
facing so preposterous a proposition. Business and industry do more 
to assure the “general welfare” of our nation than any other agency. 
Never forget that. We need greater recognition of this vital fact. We 
need understanding of the basic truth that we are no better than what 
we can produce. We can, in the face of such recognition, put the brakes 
on reckless spending by government. In order to gain such recognition, 
we must speak out forthrightly, honestly, factually to our fellow Amer- 
icans whether they are friends or associates or, yes, even fellow em- 
ployees. We must say what we think of the appalling trend of govern- 
ment. We must become a force which checks this heedless, headlong 
progress toward something supremely alien to American ideals. 

And we may yet see a new star for the Forty-ninth State of the 
Union which is not a Welfare State but another great commonwealth 
with its capital in Juneau or Honolulu. 

—H. Russe.xt Bursank, President 
Brooklyn Chamber of Commerce 


MODERN DEVELOPMENTS 
IN OFFICE EQUIPMENT 


NEW CENSUS MACHINE DEMONSTRATED 


The Electronic Statistical Machine, developed by International 
Business Machines Corporation for use in compiling the 1950 Census, 
has been formally presented to Philip M. Hauser, Acting Director of 
the Bureau of the Census. The machine was recently demonstrated 
at the Census Bureau’s Washington headquarters by IBM in the pres- 
ence of Census officials and company representatives. 

The demonstration revealed that the new machine combines in one 
operation the simultaneous functions of classifying, counting, accumu- 
lating, and editing. The machine then prints the statistical data result- 
ing from groupings of information and automatically balances the totals 
to insure their accuracy. Prior to the development of the Electronic 
Statistical Machine, these functions required one or more operations 
with a number of machines. It is estimated that working by hand, it 
would take 500 persons all of their working lives to accomplish what the 
Electronic Statistical‘Machines will do during the 1950 Census period. 

The editing function is one of the most fascinating features of 
the new machine since it automatically dejects and rejects punched 
cards containing improbable data. For example, a card might indicate 
through error that an eight-year-old boy is a war veteran. The elec- 
tronic machine’s editing feature would automatically reject this card. 
When the technique is applied, automatic editing eliminates the need 
for manual editing which involves the visual examination of millions of 
questionnaires to make certain that entries were properly made in the 
proper places, and that the information is reasonable and consistent. 

The Electronic Statistical Machine has speed as well as versatility. 
It has a capacity for counting up to 10,000 units in each of 60 different 
classifications while simultaneously sorting the cards into predeter- 
mined groups at the rate of 450 cards a minute. Totals for major classi- 
fication can be broken down simultaneously into smaller classifications. 
For example, the total number of farms in a state can be counted at 
the same time that they are broken down into as many as 60 size and 
ownership ranges. 


The new machine is equipped with two separate printing mechan- 
isms which operate in a manner similar to a typewriter carriage. These 
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allow the machine to print on a single line not only the totals for each 
of the 60 groups, but also the grand totals. As a further check for 
accuracy, the printed totals of each of the 60 groups are balanced auto- 
matically against the grand totals. At the same time these other 
operations are being performed, all of the information can be relayed 
automatically to another machine connected by cable to the statistical 
machine, and punched into cards which are used later in the prepara- 
tion of still other statistical reports. 

Use of Electronic Statistical Machines along with other improved 
machine tabulation equipment developed by the Census Bureau is 
expected to speed up release of information to be collected in the 1950 
Census regarding America’s 150 million people, 45 million homes, and 
6 million farms. The millions of facts collected in the census will be 
recorded on 270 million punched cards — one for every person, one for 
every dwelling unit, and eight or more for every farm. 

The task of transferring the basic facts from Census questionnaires 
to the cards by means of key punch machines will take about a year. 
Approximately two million cards will be punched per day at the peak 
of operations. 

Classifying, counting, and tabulating the results will be completed 
by the Spring of 1952. It is estimated that this operation will be 
equivalent to running 10 billion cards through one machine. 

The Seventeenth Decennial Census will cover agriculture, popula- 
tion, and housing. The enumeration will start on April 1, 1950, and 
will take about two weeks to complete in urban areas and about a 
month in rural sections. Agriculture Census forms will be distributed 
to farmers by mail in most states in advance of the population enumera- 
tion and the completed forms will be picked up when the enumerators 
come around to ask the population and housing questions. 








Tell this to every dissenter . . . to every man who wants 
to share the wealth . . . to every man who wants his 
government to keep him, to enslave him: 
Tell him that to earn $10.00: 
The worker under the U. S. profit and 
loss system works 8 hours. 
The worker under the British Social- 
istic System works 19 hours. 
The worker under the Russian Com- 
munistic System works 81 hours. 
Those are authentic national averages. 
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EMPLOYMENT SECTION 


All communications should be addressed to The Secre- 
tary—Tue Instirute or INTerNat Aupitors, Room 3507, 
120 Wall Street, New York 5, N. Y. Reference should be 
made to the Box “E” number. 











CHIEF AUDITOR — EXECUTIVE ACCOUNTANT 


Past 21 years with large multi-plant manufacturing com- 
pany as chief cost accountant, chief accountant, and chief 
auditor. Able to develop and direct internal auditing pro- 
gram from the managerial aspect. Thoroughly experi- 
enced in standard costs, cost control, and inventory con- 
trol. Able report writer. Seeking new connection as chief 
auditor or executive accountant. Particularly interested 
in locating with company that desires to install internal 
auditing department or to modernize its cost account- 
ing work. Salary $10,000. Instrrure member, active 
nationally. Box E 155 


SUBSCRIPTION ORDER 


Tue INTERNAL AUDITOR, 
120 Wall Street, 

Room 3307, 

New York 5, N. Y. 


Please enter my subscription for Tue INTERNAL AuprIToR 
ern year(s) beginning with the issue for the......... 
quarter, at the rate of $4.00 per year. 


(|) Ca in payment thereof. 


(Signed) . 
Address 
ren SMETE SA De hero RECEP Zone 
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PREVENTION AND DETECTION 
OF FRAUD AND THEFT 


By HERMAN W. BEVIS 
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RAUD is on an upward trend and has been ever since the close of 

the war. The newspapers are reporting it with increasing fre- 
quency. District attorneys’ offices are occupied with many cases not 
yet disclosed to the public. A U. S. Government agency announced 
the other day that the rate at which cases of fraud in banks are being 
disclosed is at an all-time high. Fidelity insurance companies are con- 
cerned about the trend and are issuing educational pamphlets dealing 
with measures for prevention and detection of fraud. 


This trend deserves the careful attention of management and of 
auditors. It calls for a thorough re-examination of all the weapons 
which are available to discourage or defeat the defaulter. Our auditing 
techniques should be reappraised. Existing internal controls must be 
checked for effectiveness. There may be additional safeguards which 
should be installed. All company personnel in managerial positions, 
from officials to department heads, can be enlisted as fraud detectors. 
Experience shows that any embezzler commences his play in the face of 
very considerable odds and that he will be detected in due course. These 
odds must be increased to the point where, no matter how much he is 
a gambler, the odds will be prohibitive. 


STUDY OF CASE HISTORIES 


In modern criminology, a study of the methods of criminals is 
one of the most important aspects of crime detection. Taking a cue 
from this, my associates and I have made a study of several hundred 
fraud cases with a view to ascertaining, if possible, whether out of 
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large numbers there might appear particularly vulnerable points in 
modern systems of internal control, or employee functions which 
should be watched. Out of the numerous cases covered, one hundred 
were selected from which to prepare the statistics on which the remarks 
in this paper are based. 


The one hundred cases are as nearly a random selection from the 
industrial and merchandising field as it was possible to make (most bank 
cases were excluded). They were compiled from confidential informa- 
tion in our files and internal audit reports, as well as published accounts 
in newspapers and magazines. The only criterion employed in selecting 
a case was whether sufficient details were available to afford a reason- 
ably clear picture of the techniques which the defaulter employed. The 
one hundred cases covered frauds totaling $7,100,000. The range in 
individual cases was from $100. to $750,000. In duration the range 
was from three months to twenty years, the average being two years, 
ten and one-half months. The term for the eighty-two out of the one 
hundred cases in which the duration is known may be broken down as 
follows: Forty-two, or approximately one-half, existed less than two 
years and averaged $21,000. per fraud; twenty-three extended from two 
to five years and averaged $128,000. per case; the remaining seventeen, 
one-fifth of the total, ran five years or longer before discovery and 
averaged $121,000. per fraud. 


In analyzing the cases as between those involving cash receipts, 
cash disbursements and theft of inventories, securities and other assets, 
the results are as follows: 


Receipts 56 

Disbursements 44 

Other 7 
107* 


These statistics warrant careful consideration. Over half the cases 
involved manipulation of cash receipts, as compared with slightly over 
40% for cash disbursements. An average of $19,000. was lost in each 
diversion of receipts; an average of $130,000. was involved in each 
manipulation of disbursements. 


Thirty of the one hundred frauds occurred in branches. Informa- 
tion was not available as to how many of the remaining companies had 
branch operations but it does not appear unlikely that, if companies 





*Both receipts and disbursements involved in 7 cases. 
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with branches could be segregated, it would be found that one-half or 
more of all their fraud cases arose in the branches. As might be 
expected, however, the average loss per fraud in branches is substan- 
tially lower than in the home office. 


POSITION OF DEFAULTER 


One can distinguish both concentration and dispersion in the posi- 
tions held by the hundred defaulters. Thirty-five were cashiers, and 
they took an average of $42,200. each. Sixteen were salespersons, 
averaging $17,000. each. These two employee categories accounted 
for half of all defaulters, but they accounted for only one-quarter of 
the losses. The concentration ends here — the rest is dispersion. 


The embezzlers included: 2 presidents, 2 vice-presidents, 2 con- 
trollers, 3 treasurers, 2 assistant treasurers, 4 paymasters, 2 chief 
accountants, a private secretary, a weighmaster, a tabulating department 
supervisor, a purchasing agent, several mere clerks, etc. 


One can only conclude from the study of the positions held by 
defaulters that, while there is some concentration in the places ordinar- 
ily considered to provide the greatest opportunity, namely, treasury and 
sales personnel who handle cash, no person throughout the entire organ- 
ization can be assumed to have no opportunity to perpetrate fraud. 


Two cases, admittedly unusual, will serve to illustrate the point: 


During the war, a large department store ceased checking the 
numerical sequence of cash sales slips. One of the store’s 
maintenance crew, a mechanic, was thereby enabled to divert 
several thousand dollars from cash sales before detection. In 
an obscure place, he tapped the pneumatic tubes leading from 
sales clerks to cashiers, extracted cash and slips, stamped the 
slip, made change, if necessary, and returned the container to 
the proper salesperson. He probably would have continued 
al 3 longer if he had not once made the wrong change, which 
the salesperson sent back to the cashier. This started an 
investigation. 


The other: 


A company sold merchandise coupons books, setting up a lia- 
bility therefor at the time of sale. As the coupons came back 
to the central cashier’s office from sales points, they were care- 
fully counted, dumped into the incinerator chute leading 
directly to the furnace and the book liability reduced. When 
the book liability started decreasing without any logical rea- 
son, the safeguards against theft of the coupon books, counter- 
feit coupons and diversion of returning coupons were carefully 
checked — but found in order. The leak was not discovered 
until someone, upon an inspiration, unobtrusively watched 
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the furnace room. That was the answer. The furnace attend- 
ant would hold a shovel under the incinerator chute and draw 
back a pile of perfectly usable merchandise coupons. 


ACCOUNTS CHARGED 


Another approach in the analysis of the fraud cases was to deter- 
mine the accounts which were charged. Were there any favorite rest- 
ing places in the accounts for the amounts misappropriated? The short- 
ages involved in the one hundred cases rested in 140 different account 
classifications at the time of discovery. Sixty-six of these were balance 
sheet items, exactly the same number had been passed through to profit 
and loss; 5 involved memorandum accounts such as employee savings 
bond contributions; and 3 involved employee funds not on company 
books. It might be added that in 13 different cases the shortage had 
been cleared through an intermediate account en route to its final rest- 
ing place. 


From the standpoint of the auditor, it should be of interest that one- 
half of the shortages rested in the balance sheet, in which place, by 
conventional auditing methods, the auditor retained a better opportunity 
to make the discovery. Twenty-five per cent of all shortages rested in 
accounts and notes receivable at the time of discovery, and many had 
been there for two years or more. That accounts receivable must con- 
tinue to deserve the attention of the auditor needs no further emphasis. 


Among profit and loss accounts, the shortage rested in sales in 
fourteen instances. This usually resulted from the diversion of cash 
sales. Padded payrolls ended up in labor costs, of course. The larger 
sums, however, went to the embezzlers who learned that they could 
inflate, without immediate detection, such accounts as merchandise 
purchases, raw materials, advertising expense, freight in or out, etc. 


DOCUMENTS FALSIFIED 


One of the most impressive and frightening aspects of the modern 
defaulter’s technique is the facility and extent to which documents are 
falsified and books and other records are altered and manipulated. In 
the one hundred cases under discussion, it is estimated that more than 
one hundred different types of documents and records were manipu- 
lated. Many of the ways in which this was done are time-honored, 
such as: underfooting or overfooting of the cash book; delay or omission 
of a check disbursement or entering it in the cash book for a different 
amount; raising of amounts on petty cash vouchers or preparing petty 
cash vouchers for fictitious purchases; holding out, destroying or 
understating amounts on cash sales slips, etc. 
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There was sufficient concentration in two places to warrant par- 
ticular thought by the auditor, namely, checks disbursed and remit- 
tances received. 


In 9 cases, checks were issued in the names of fictitious payees. 
These checks were realized upon by the defaulter’s either opening a 
bank account in the name of the fictitious payee, or by his endorsing 
the check with the name of such fictitious payee and cashing it at a 
check-cashing agency, bar and grill, etc., or depositing it in his own 
account. In 15 cases, checks were made payable to legitimate vendors 
or payees, but their endorsements were forged by the defaulter. The 
checks were then realized upon in the same manner as those made pay- 
able to fictitious persons. These figures add up to this: in about one- 
half of the frauds involving disbursements, and in one-fifth of all the 
frauds, company checks were realized upon to the extent of $2,500,000. 
by defaulters despite the fact that the checks neither were made pay- 
able to cash nor were the defaulters the payees. 


The other fraud technique which recurred with astonishing fre- 
quency had to do with cash receipts. In 29 of the 56 frauds involving 
receipts alone (more than half) the composition of the deposit made 
in the bank differed from the items entered in the cash book. This 
situation is, of course, well known to the auditor, as it is common in 
the “lapping” operation and is involved when the defaulter realizes 
upon a check made payable to his company by substituting it for cur- 
rency receipts. What will, perhaps, be news is the extent to which the 
device is being successfully used in spite of the attention given it by 
management and auditors. 


An auditor must conclude, after he examines the documents which 
have been falsified by defaulters in a wide variety of cases, that the 
modern embezzler may be assumed to be sufficiently clever to fabricate 
the documents which the auditor expects to see. Whatever the trans- 
action requires to make it appear legitimate, he will forge vendors’ 
invoices, receiving reports, correspondence, title policies, mortgages, 
physical inventory sheets, and so on. If approvals on the documents 
are required, he will supply them. (Incidentally, he will, and has, 
forged the customer’s name to the auditor’s account receivable confor- 
mation if he can either intercept the request or persuade the customer 
to hand it over to him.) 


MANNER OF DISCOVERY 


It is interesting to review a recapitulation of the manner in which 
the frauds under discussion were brought to light. A little less than 
one-third of these were uncovered by auditors (internal and external) ; 
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this figure is undoubtedly too high to be representative, the distortion 
being brought about by the fact that an independent public accountant’s 
files would be unduly weighted by the number in which auditing figured 
prominently. The routine operation of internal controls was responsible 
for detecting eleven defaulters. Management inquiries led io the dis- 
covery in sixteen cases, and circumstances for which no one can claim 
particular credit—fortuitous events—led to discovery in the remaining 
thirty-six cases involving $3,400,000. 


At first glance, one might feel surprised that the routine operation 
of internal controls was responsible for uncovering less than one out of 
every eight frauds. Upon reflection, however, it will be seen that this 
could have been expected. The primary value of internal controls is 
in preventing fraud through discouraging the weak employee from 
yielding to temptation. No one can assess the extent to which internal 
controls have succeeded in doing this. As might be expected, the 
average duration for those frauds which routine internal controls 
brought to light was much lower than the over-all average, a little 
over one year as compared with the over-all average of almost three 
years. In these cases, a physical inventory, a bank reconciliation, the 
checking of sales slip numbers, etc., halted the defaulter. More than 
half the time, this was done in a matter of months and in the cases 
extending beyond a year the discovery was made as soon as the check- 
ing employee raised questions which should have occurred to him much 
earlier. 


It is tragic to find instances in which sufficient internal controls 
had been provided to stop the defaulter but these were not carried out 
by the employees involved: the purchasing department was supposed 
to prepare a sales order covering scrap sold in order to set up a receiv- 
able, but did not do so at the request of a cashier who turned out to 
be a defaulter; an official approving write-offs of uncollectible accounts 
approved the write-offs of some which were good; a defaulter persuaded 
a shipping clerg to turn C.0.D. collections over to him rather than direct 
to the cashier as the procedures required; an official signed checks pay- 
able to the employee-defaulter without questioning them; an account- 
ing clerk allowed an operating employee to dictate entries in the book 
inventory which differed from documentary evidence in the accounting 
clerk’s possession; the person reconciling the bank account did not 
investigate reconciling items, or did not compare the payee per the 
check with that per the voucher register, or did not question a branch’s 
failure to deposit receipts promptly. It is bad enough not to have 
provided a vital control, but it is much worse to have incurred the 
cost of providing it and find that the feeling of security had been false 
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because the employee either had not been properly instructed in the 
significance of his work or he was asleep while doing it. 


As already stated, management provided the clue in uncovering 
sixteen frauds; these totaled $1,500,000., or an average of $95,000. each. 
The term “management” here includes not only officials but any 
employees in a supervisory position. Management’s role in the detec- 
tion of fraud is probably not widely appreciated, even by management 
itself. A clever embezzler may provide all the records and documents 
necessary to circumvent internal controls, and these may be sufficiently 
credible to be accepted by the auditor. However, his peculation must 
still be buried somewhere in the accounts and this causes a distortion 
of the figures to a greater or less extent, depending upon the relation 
of the loss to the figures in which it is buried. 


While the number of transactions in a large company may be 
astronomical, they should be and almost always are divided and sub- 
divided to the point where someone in the managerial group has direct 
responsibility for and knowledge of a sufficiently small group of trans- 
actions to be comprehended. That person should be furnished with 
the accounting results of the operations which he supervises. That is, 
the person who is in the best position to first raise the red flag when 
the accounting results differ from what he knows should be the fact. 
That alert management can and is doing this is amply illustrated by the 
cases which they have uncovered: certain sales expenses exceeded the 
budget and an officer, stating that it should be the other way, wanted 
to know why; a controller was told by a plant foreman that certain 
waste material, which the controller happened to see, was sold and the 
controller couldn’t remember any income therefrom on the books; an 
office manager thought his postage expense was too high; an officer 
thought that the accounts receivable should be decreasing when the 
books showed them to be increasing; a plant superintendent couldn’t 
believe that his raw material inventory had increased as much as the 
books showed; cash sales were showing a decline when, to the sales 
manager, volume appeared to be as high as ever; etc. 


If management is to carry out its role in the detection of fraud, 
accountants must see to it that they receive the necessary information. 
Analyses of revenue, expenses and other pertinent data should be pre- 
pared from the records in the accounting department and in a manner 
clearly intelligible to the persons who use them, including those who 
are not adept at working with figures. Every precaution should be 
taken to see that these reports are not intercepted and altered en route. 
Failure to take this simple precaution has enabled more than one 
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defaulter to alter information and remove for the time being the last 
serious obstacle to the successful perpetration of his scheme. 


That about one out of every four frauds is brought to light by 
what might be termed “happenstance” should constitute a challenge to 
auditors and management. On the other hand, the incidents which 
started these investigations must be discouraging to the defaulter who 
has foreseen every eventuality except the intervention of fate. Seven 
cases were uncovered due to the enforced absence from work of the 
defaulter, usually from illness; another seven arose from inquiries of 
customers regarding their balances; four came to light through volun- 
tary confession; two, from tips by fellow-employees; two, by tips from 
the company bank which had observed defaulters depositing in personal 
bank accounts company checks for other than salaries; one case was 
uncovered by an anonymous telephone tip. While one could not have 
predicted in any instance that any of the foregoing would have been the 
source of fraud discovery, it is not too surprising to find clues deriving 
from these sources. Under the heading of purely fortuitous events, 
however, one would list the following incidents which led to discovery: 
misdirected mail, questions of the F.B.1., dissolution of a subsidiary, 
merger of a company, and innocent questions to defaulter which he, 
conscious of his guilt, assumed to mean more than they did. 


INTERNAL CONTROLS 


If one were to list what appeared to be the internal control defects 
which were exposed by the one hundred fraud cases, the list would cover 
several typewritten pages. Some of the weaknesses existed despite the 
fact that they are pointed out in almost any literature dealing with 
the subject. In others, any improvement in controls would, at best, 
be only a refinement of an already sound system. The impression is 
gained from the study of a large number of cases that the clever embez- 
zler will suit his methods to the controls with which he is faced and, if 
he is sufficiently farsighted and not too greedy, he will be successful 
for a period up to three or more years provided he is not brought to 
account by a chance occurrence or an alert member somewhere in his 
organization who decided that what the records or books state to be 
the fact just could not be. 


Three or four situations may be singled out for a discussion of 
internal controls due to the frequency with which they appear. The 
first concerns branches. The large percentage of the cases which arose 
in branches (30% of the total) is understandable because usually the 
branch personnel is not sufficiently large to permit a satisfactory segre- 
gation of duties. There are, however, additional controls which may be 
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imposed by the head office which had not been adopted in several cases. 
In four cases, the fraud .was made possible because collections of the 
branch were not required to be deposited intact in a bank account to 
be drawn on only by the head office. In six cases, the branch was per- 
mitted to make its own bank reconciliation. Bank statements and can- 
celed checks of branches should be sent direct to the head office for 
reconciliation, since the bank reconciliation is essentially a step in the 
routine audit of disbursements. These frauds were facilitated by the 
fact that disbursements of branches were not reviewed in the home 
office against supporting documents sent in by the branches. Even if 
the foregoing as well as other controls are in effect over branch opera- 
tions, it is usually felt that the routine controls are not as complete as 
one would desire, and this calls for the additional safeguard of internal 
auditing from the head office. It hardly needs to be added that such 
auditing can be most effective if done on a surprise basis. 


Internal controls surrounding the handling of cash receipts must be 
mentioned because of the frequency of frauds in this direction, even 
though these transactions have perhaps received more attention from 
experts in internal controls than any other. Mention has already been 
made of the astonishing number of cases (one-half of those involving 
cash receipts) in which the defaulter abstracted receipts and covered up 
by recording remittances in the cash book which were different from 
those which he deposited. The large number of shortages resting in the 
accounts and notes receivable (31) at the time of discovery further 
emphasizes the importance of continued attention in this field. 


One point which might be reexamined and reemphasized is the 
procedure that all receipts must be deposited intact in the bank. If 
checks are allowed to be cashed for customers or employees out of cur- 
rency receipts, an opportunity is provided for a dishonest person who 
handles those receipts to insert a check made payable to the company 
and extract an equivalent amount of currency. The ideal situation 
would provide that, if checks must be cashed, they be cashed from an 
entirely separate fund provided for the purpose and are not made pay- 
able to the company, thereby denying to the custodian of the fund a 
ready opportunity to realize on checks coming into his posession which 
are made payable to the company. An even stronger control, though 
one not frequently practicable, would provide that the person who 
handles currency would handle no checks and vice versa. 


The manipulation of accounts receivable remittances by lapping or 
other methods is made possible to a cashier in most instances because 
he is the sole source of information for the accounts receivable credit. 
It is difficult to devise an inexpensive scheme in which the accounts 
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receivable ledgerkeepers obtain such information independent of the 
cashier who enters the transactions in the cash receipts records, but a 
condition which is one of the most prolific sources of fraud certainly 
merits continued study. 

A great deal has already been said about disbursements. One of 
the frequently recommended controls concerning check disbursements 
is that the checks be mailed directly to the payee immediately after 
the signature is affixed or, to put it negatively, that no checks be returned 
to persons within the organization. This was not done in eight cases 
out of the hundred, and the omission considerably facilitated the default- 
ers’ work. It is appreciated that the defaulter could arrange a mailing 
address for his fictitious vendor or payee or could try to arrange that a 
check made payable to a real person or a corporation be mailed to 
an address of defaulter’s choosing; and these things have been done. 
However, experience shows that the mailing of checks directly to payees 
is a considerable obstacle in the path of a defaulter who is manipulating 
check disbursements. 

One other point involved in internal control over disbursements 
should receive more emphasis than it apparently has up to date. This 
concerns the responsibility for determining the account chargeable for 
disbursements. This function must be done objectively and, so far as 
is possible, independent of those authorizing and approving the disburse- 
ment, the defaulter may see a clear path, for example, to obtaining 
a check to a fictitious vendor for merchandise but he knows that if 
the disbursement is charged to inventory it will be readily detected. 
On the other hand, he may feel sure that a certain general and admin- 
istrative expense classification could bear the charge without suspicion 
but that he could never get a disbursement of the nature usually charge- 
able to that category through the disbursements routine. A serious 
obstacle is removed from his path if he can make the disbursement have 
the one appearance and the debit the other. In the same vein, a close 
watch should be exercised over charges to intercompany accounts, clear- 
ing accounts and suspense accounts. A clever embezzler, given the 
opportunity, will cause the disbursement to be charged to one of these 
in the first instance and then cleared by journal entry to the account 
classification where he feels it will be safe from detection. In such 
instances, he gains further protection by not having the credit to cash 
directly tied up with the ultimate debit, which further confuses and 
disguises the true nature of the transaction. 


CONCLUSION 
These high points, then, stand out after a detailed study of 100 
fraud cases selected out of a group of several hundred. For an auditor: 
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be imaginative in checking transactions; audit the business instead of 
the books and records, for the latter may not be what they seem; exclude 
no one in the organization on the grounds that he has no opportunity 
to misappropriate company assets. For the reviewer of internal con- 
trols: give careful attention to disbursements, for real money is there 
if an employee can develop a scheme; look again at branch operations, 
for they are usually afforded the least natural protection of any division 
of the company; redouble efforts to safeguard incoming remittances 
and particularly those in payment of accounts receivable; enlist the 
cooperation of management as a front-line fighter as well as a last 
resort in the prevention and detection of fraud. There is sufficient 
evidence from the cases in which the defaulter has been stopped early 
in his tracks by intelligent auditing, sound internal controls and alert 
managerial staffs, to generate optimism that the path of the defaulter 
can be made more-difficult in the future if we all put our best efforts 
into solving the problem. 
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T this very moment of October 10th it is 3:47 P.M. Eastern Day- 
light Saving Time, and right now there is a DC-6 Flight 621 
which is between Grand Island and North Platte, Nebraska. This flight 
left La Guardia field in New York this morning at 8:07 A.M. Eastern 
Standard Time, arrived in Chicago at 10:08 A.M. Central Standard 
Time, and 47 minutes later, at 10:55, A.M., took off from Chicago for 
San Francisco. It will arrive there at 4:35 P.M. Pacific Standard Time 
which will be 8:35 this evening in Toronto. When this plane lifted off 
the runway this morning at Chicago its gross take-off weight (that is 
the weight of the plane, plus fuel and payload) was 86,394 pounds, or 
about 43 tons. There were 3,559 gallons of 100 octane gasoline aboard 
weighing 104% tons. The payload consisted of 205 pounds of mail, 8 
pounds of air express, no air freight, 1,891 pounds of baggage and 50 
passengers weighing an estimated 8,000 pounds. The plane was cleared 
by Airway Traffic Control in Chicago to cruise at 18,000 feet with an 
airspeed of 305 miles per hour. Although crusing at 18,000 feet the 
cabin altitude is only 7,000 feet. Inasmuch as there is a southwest 
headwind at this height of 70 miles per hour, this DC-6 is flying at the 
equivalent to a ground speed of 250 miles per hour. 


The speed of commercial transportation has markedly increased 
down through the years. In 1850 a combination of stage coach and 
rail required 23 days to make the trip from coast to coast. In 1869 the 
first transcontinental railroad made the trip in 7 days. In 1920 a com- 
bination of plane and train required three days. In 1949 only 10 hours 
of flying time are required. 
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Flight 621 is a sample of the product that the scheduled airlines 
are offering the public today. This is a service product, an intangible, 
the production of which in our company is dependent upon the coopera- 
tion of 10,000 employees spread from Boston to Honolulu and from 
San Diego to Vancouver. This is the United Air Lines 10,700 mile route 
system. The largest portion of our employees make up the Ground 
Operations organizations which, as sub-assembly units, feed into the 
final production line of flight operations. From the standpoint of 
internal auditing in our company, it is these Ground Operations organ- 
izations with which we are principally concerned in this study. This 
work embraces a field that is considerably larger than that which is often 
thought of as internal auditing in some industries. I believe there are 
basically two reasons for this. First, the production line for this service 
product, is highly “de-centralized,” and since it stretches over such a 
large geographical area, internal control becomes rather complex when 
compared with that necessary in a manufacturing company whose pro- 
ducts are produced in one or more buildings at one location. Secondly, 
the raw materials or parts which make up the finished product are in 
themselves small businesses. 


A breakdown of these small businesses might be along the following 
lines: (1) Ground Operations which includes all activity on the ground 
for passengers, mail or cargo, whether it be ticketing, passenger handling 
or plane loading. (2) Flight Operations which includes dispatching 
and meteorology as well as the actual flying. (3) Communications 
which includes all inflight communications as well as those which are 
on the ground. (4) Payload Control which is the means whereby reser- 
vations for space and the dispatching of equipment are controlled. 
(5) Flight Kitchens in which thousands of meals are prepared each day. 
(6) Maintenance and Overhaul which relates to the care of aircraft. 
All of these activities must be synchronized and must operate according 
to pre-arranged scheduling or an airline can not operate on a business- 
like basis. In fact, commercial air transportation is somewhat akin to 
doing a ballet dance in a suit of armor. There are a multiplicity of 
controls which tend to limit free action. There is first the control exer- 
cised by the government through the Civil Aeronautics Board (CAB). 
Then there is a limitation on the number of passengers and/or cargo 
which is controlled by the physical limits of the airplane. Revenues are 
restricted to the extent that tariffs cannot be changed until the CAB 
has granted permission. The plane must fly, even though no passengers 
are aboard, to fulfill commitments to the Post Office Department and the 
CAB. There are government regulations as to the routes which can be 
flown and which cities are to be served. 
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This afternoon I will attempt to show how our internal auditing 
work with several of these ground organizations is unusual, in the 
sense that it is sometimes removed from the usual dollars and cents 
considerations. 


For the purpose of this study we shall limit ourselves to the fol- 
lowing problems: (1) Payload Control, (2) Gasoline, (3) Flight Kit- 
chens, and (4) Tariffs, both for Air Freight and Passengers. 


PAYLOAD CONTROL 


Perhaps many of you have wondered what happens when you 
call an airline to make a reservation. How, in our company, is the 
sale of 50 seats on our Flight 621 controlled when those seats can be 
sold in 80 or more cities? The sale of seats and the routing of United 
Air Lines’ 138 airplanes are controlled at our Operating Base in Denver. 
A unit known as Payload Control, working with reservations offices in 
80 cities, monitors and directs the sale of available space on all flights. 
If you should call and ask for a reservation on a particular flight the 
space, if available, would be immediately confirmed to you by the 
reservations office. A rather complex communications system is 
required in order to give such prompt service. Our communications 
system is made up of 20,000 miles of teletype circuits and 12,000 miles 
of private telephone lines. On the teletype circuits alone, about 70 
million words a month are transmitted. This volume might be com- 
pared with the 3 million words per month which are sent over the 
Associated Press system to the New York Times. It can readily be seen 
that the operation of a communication system of this size is a business 
in itself. 


But how does all this involve internal auditing? About eighteen 
months ago we were confronted with an interesting problem. Let us 
assume that a certain flight left New York with forty passengers on 
board. Perhaps the tickets for thirty-eight of those passengers were 
sold in six different cities. When the sales reports covering the tickets 
sold to the thirty-eight passengers are received by Revenue Accounting 
our “Unearned Passenger Revenue Account” will be credited for each 
sale. However, the revenue is not earned until the ticket is used. After 
the plane left New York, a dispatch was sent to Payload Control and 
to the Statistical Unit of the Accounting Department in Denver. This 
dispatch stated that there were forty revenue passengers on board. 
Actually two of these forty passengers were non-revenue, in other words 
they were company employees on a business trip. 


Our “Earned Revenue” account is credited with the product of 
Revenue Passenger Miles (RPM) times an estimated rate of, let us say, 








A Study from an Internal Audit Standpoint 69 


5 cents per mile. In the above example, “Earned Revenue” would 
thus have been credited with the product of forty passengers times 724 
miles times 5 cents or, $1,488. However, the correct figure should have 
been $1,375, since two of the passengers were non-revenues. In other 
words our earned revenue was overstated by $73. At that time many 
of our dispatches reported all passengers carried as revenue passengers. 
In the above example earned revenue was overstated because the Reve- 
nue Passenger Miles were overstated by 1,448. On a system-wide basis 
this could have become a very sizeable amount over a period of a year 
In ‘any case it is impossible to pay salaries from the “profits” on non- 
revenue passengers. 


After this had been going on for some time it became increasingly 
apparent that either the estimated rate of 5 cents per mile or the source 
data or both might be in error because the Reserve for Unearned Reve- 
nue was decreasing to an amount which appeared inadequate. As a 
result of concern over the trend of this reserve, it was decided to first 
verify the reliability of the source data. 


At that time each station was forwarding a dispatch to the next 
station where a particular flight was scheduled to stop, stating the 
number of revenue and non-revenue passengers on board. In many 
cases where non-revenue passengers were erroneously reported some- 
where along the line, incorrect reports were “snow-balling” unless some 
station discovered the error. Each station also prepared a Station Load 
Report which is a detailed record of the load on the plane as it leaves 
each station. We decided to compare, on a test basis, the actual number 
of passengers on board with the facts as stated in both the Station Load 
Report and the dispatch. At the terminating station of each flight all 
tickets collected from passengers since the origin of the flight are placed 
in a ticket envelope and forwarded to Revenue Accounting. An exam- 
ination of the tickets received by Revenue Accounting should accurately 
disclose the number of revenue and non-revenue passengers on board. 
However, we also wanted to know how many passengers were actually 
on board in order to make certain that all tickets were being picked up 
and reported. Tickets not properly picked up and cancelled are 
obviously available for fraudulent use or refund. 


Many of our auditors do a great amount of traveling. Therefore, 
we asked them, when on a trip, to make an actual count of the number 
of passengers on board “out” of every stop. Some of the auditors 
counted passengers while standing on the ramp in cold weather or at 
night in order to get a better test. The senior auditor in charge of 
this investigation decided to personally take a 1714 hour trip on a DC-3 
making 10 stops from Chicago to San Francisco. He wanted to com- 
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pare the station load reports with the actual number of passengers on 
board at each of these stops as the trip progressed. Incidentally, after 
you are used to 8-hour non-stop trips from Chicago to San Francisco, 
such a trip is comparable to riding a street car across Chicago. As these 
various trips and test-counts were made, the information was mailed 
into Chicago. This was compared with the actual tickets lifted and with 
the dispatched information sent into Denver. 


To make a long story short, we found that our Earned Revenue 
was being over-stated with the result that our Reserve for Unearned 
Revenue was too small and one of the causes was the failure to cor- 
rectly report non-revenue passengers. At the present time our field 
stations dispatch the total number of revenue and non-revenue pas- 
sengers on board. Revenue Accounting determines the number of non- 
revenue passenger miles from the non-revenue tickets lifted. A com- 
bination of the two is presently used in computing earned revenues. 


Basically the function of Payload Control is to control the space 
assigned to passengers, mail, express, freight, baggage and gasoline on 
every flight. As reservations are made at any point on the system, Pay- 
load Control is notified. When the allotted number of seats or space 
pertaining to any station has been used up, a stop sale order is issued. 


Payload Control monitors the movement of aircraft so long as the 
aircraft are available by setting up second sections when feasible. Actu- 
ally, this unit operates in a dual capacity because it also determines 
actual revenues through its control over dispatches affecting revenues. 
Consequently, the efficient operation of Payload Control has a direct 
bearing on the accuracy of our fiancial statements. The function of 
Auditing with respect to Payload Control is to determine the reliability 
of earned revenues by examining the internal workings of this opera- 
tional unit. 


GASOLINE 


After payrolls, our biggest expense is gasoline. Flight 621 which 
was earlier referred to, left Chicago with 3,550 gallons aboard weighing 
21,500 pounds, or 10% tons. During this flight from Chicago to San 
Francisco, roughly 2,500 gallons of gas weighing 15,000 pounds, or 714 
tons, will be consumed. 


From the standpoint of airline economics it requires 2,499 gallons 
of gasoline to carry the 2,500th gallon which is burned as the plane is 
landing. Therefore, the cost of the 2,500th gallon is rather sizeable. 
Since this has gone out in exhaust, the airplane and its load is actually 
7% tons lighter upon arrival in San Francisco. 
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In 1948 our company bought a little over 60 million gallons of 
gasoline costing a little under $9 million. We bought over 800,000 
gallons of oil costing just over $300,000. Each month over one million 
gallons of gasoline are issued to our airplanes in both Chicago and San 
Francisco. At Denver three-quarters of a million gallons are issued each 
month. Again, this is a sizeable business in itself. 


Flights must arrive and depart on time if our product is to be 
reliable. Therefore, gasoline must flow into the planes regardless of 
meters or internal control. On one occasion we pumped 200,000 gallons 
of gasoline into planes at San Francisco through a broken meter which 
did not record the gasoline being issued. In another instance we found 
there was no meter which recorded the gasoline drained from the air- 
planes which were going into the maintenance base for overhaul. This 
is an important consideration when drains run as high as 10,000 gallons 
each month. 


Accurate records of issues and receipts, verified by monthly physi- 
cal inventories, are essential if we are to be able to accurately reflect the 
operating costs of aircraft. At one time our auditors found an apathetic 
attitude on the part of certain employees in the field regarding the 
necessity of a regular and reliable physical inventory of gasoline. 
Through educational processes, this attitude has been changed to one 
which recognizes the value of carrying out an inventory procedure. 


Our auditors take physical inventories of the gasoline stored at any 
station as a part of the scope of their field work. The results are com- 
pared with the local records, and the amount of gasoline shortage or 
overage as of the audit date is reported. 


One of the factors which must be taken into account is that of 
temperature. Gasoline may be loaded at Richmond, California, when 
the temperature is 60 degrees, and trucked to Elko, Nevada, and unloaded 
when the temperature is 90 degrees. 8,000 gallons of 100 octane gaso- 
line loaded at 60 degrees will expand to 8,170 gallons at 90 degrees. 
Such variations must be taken into account when we attempt to make 
a reconciliation of local gasoline quantity records with the results of 
our physical inventory. We generally accept any variation which is 
less than 2 per cent of the monthly issues. 


Our auditing problem with gasoline is concerned mainly with 
determining that correct information is being sent into the Accounting 
Department for their use in recording one of our major operating costs. 
However, the scope of our audit is not always restricted to dollars and 
cents as it often extends to considerations of safety. Examples of the 
type of thing we have reviewed are as follows: 
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The problem of whether there is any possibility of 91 octane and 
100 octane gasoline intermingling is probably not often thought of as 
being any business of an auditer. However, we have made it our busi- 
ness to the extent that, from a layman’s viewpoint, we examine physical 
layout in an attempt to determine whether valves are properly located 
to prevent contamination of 100 octane gasoline. In two locations we 
found that intermingling could happen although there was no evidence 
that it had happened. Our findings resulted in a change in design 
which will prevent such occurrences. Here, again, dollars and cents 
were not our concern but, rather, consideration for the absolute safety 
of our passengers. 

For quite some time our audits as well as Accounting Department 
records indicated large gasoline overages in Chicago. It was our feeling 
that possibly the meters were not correctly recording issues. The meters 
wexe tested and found to be in order. Investigations continued to the 
poi~t where our station personnel rode the gas trucks all day searching 
for a clue. It was finally discovered that the meters on these trucks 
would not reverse and that these particular trucks used collapsible hoses 
each of which contained 20 gallons of gasoline. Thus the 20 gallons 
of gasoline in the hose were being charged out and were then running 
back into the truck causing a gasoline inventory overage and an over- 
statement of gasoline issued. These overages were sometimes running 
from 600 to 800 gallons per day. 


FLIGHT KITCHENS 

Flight 621 was serviced today by Flight Kitchens in both New York 
and Chicago. When this flight was over Cedar Rapids, Iowa, a delicious 
luncheon was served which consisted of Eggs a la Springfield, Beef 
Tenderloin Steak, Parisienne Potatoes, Francaise Peas, Whole Wheat 
Roll, Tossed Salad Greens with Savoy Dressing, Apple Pecan Pie, 
Coffee, Tea or Milk and after dinner Mints. In 1936 our first Flight 
Kitchen was opened in Oakland, California. Since that time the num- 
ber has been increased to twelve. Flight Kitchens are scattered over 
the entire system being located at Boston, New York, Washington, 
Chicago, Omaha, Denver, Salt Lake City, Portland, San Francisco, Los 
Angeles, Burbank and Honolulu. In addition to our own Flight Kit- 
chens we have the assistance of caterers located in eleven additional 
cities. In 1936 we served about 70 meals each day from our single 
Flight Kitchen. In 1949 we are serving approximately 7,000 meals or 
snacks each day of which 82 per cent are prepared in our own Flight 
Kitchens. The average cost of each meal served comes to a little over 
one dollar. The unit costs which make up this average range from 20 
cents to $2.50, in other words from a cup of coffee to a steak dinner. 
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“In flight” food service is unlike any other. In a hotel you may go 
to the dining room, give your order and wait a few minutes while it is 
prepared. Or, you may desire room service in which case your dinner 
may be cooked to order, transported one block, up twenty floors and be 
served thirty minutes later. However, dinner on an airplane is often 
served at an altitude of 18,000 feet and 1,000 miles and four hours 
away from the kitchen in which it was prepared. Admittedly this 
creates unusual problems in the preparation and control of food. For a 
number of years all control was centered in the Chef. He prepared 
requisitions, purchased food, signed receiving reports and approved the 
related invoice for payment. The company’s protection from the stand- 
point of control depended primarily upon the training of the Chef when 
he served as an apprentice. 

When we began to make audits of our Flight Kitchens several years 
ago, one of the first deficiencies reported was the lack of good internal 
control. Although the theory of good internal control was pointed out, 
no overnight changes occurred. The feeling prevailed that the Chefs 
were all men who could not be tempted. The company was growing 
rapidly, new routes requiring service to new locations were granted, 
and many new employees were being hired by the company. For 
a while our approach consisted in making recommendations for the pro- 
tection of food stocks with repetitive suggestions for better control over 
the procurement of, and payment for, food. 

Some improvement in the situation was effected before tangible 
evidence brought out the need for stronger control. One of our Chefs, 
because of the lack of control, was able to buy turkeys in far greater 
quantities than he could possibly use. The vendor, in collusion with 
the Chef, was “short-weighting” us and sending the turkeys to a cold 
storage warehouse. To our amazement, the weights as shown on the 
boxes were not verified by the warehouse upon receipt. We also found 
in a few cases that the weights on certain warehouse receipts had been 
altered. We compared the vendor’s invoices and the warehouse receipts 
on file in our office with the warehouse receipts on file in the cold 
storage warehouse. The signed delivery slips held by the vendor 
were examined and the signatures verified. Individual weights of the 
boxes received by the warehouse company as shown on their records 
were totaled and compared with the warehouse receipts. Delivery 
receipts for boxes taken out of storage were examined; signatures were 
verified; and the weights and the number of boxes were totaled. We 
also traced the vendor’s invoices to the receiving clerk’s daily reports 
and checked storage charges submitted by the cold storage warehouse 
company. This somewhat expensive occurrence brought close to home 
the need for more adequate control. 
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Accordingly, a definite buying policy for our Flight Kitchens has 
now been determined. Specifications have been set up for those items 
which are most frequently purchased and which represent the greater 
part of our total purchases. These specifications are being given to 
each Chef and Food Service Clerk with instructions to use them as a 
guide in purchasing and receiving material. 


All kitchens are being instructed to limit their purchases to one 
week’s inventory of perishables and one month’s supply of staples. 
The storage of kitchen food items in outside, non-company warehouses 
will be discontinued unless there is evidence that such storage is essential 
to the efficient operation of the kitchen. In all cases prior approval must 
be received from Dining Service Headquarters before outside storage 
space may be obtained. 


A monthly listing of purchases by vendor is a new requirement, 
which will preclude the possibility of directing too large an amount of 
our purchases of any one type to a single vendor. Exceptions to this 
rule are contracts which have been or are to be negotiated on a nation- 
wide basis for the purpose of standardizing quality and at the’ same 
time obtaining rebates for quantity purchases. The Chef also has a 
dollar limitation on the amount he can purchase. 


Improvement in the control oyer ordering, receiving and the 
approval of invoices was an obvious necessity. All orders are now to 
be written, and three quotations obtained on all items purchased. Only 
the Chef or a delegated responsible person other than the Food Service 
Clerk is to be allowed to place orders or to obtain quotations from 
vendors. 


The Food Service Clerk, who reports directly to the Passenger Ser- 
vice Manager as does the Chef, is to prepare all receiving reports with- 
out any knowledge of quantities ordered. The Passenger Service Man- 
ager will receive all invoices directly from the vendors, will compare 
the quantities ordered with those which were received and, if every- 
thing is in order, will approve and pay the invoice. 

The practical application of this change in control results in the 


one-man control formerly exercised by the Chef being divided among 
the Passenger Service Manager, the Chef, and the Food Service Clerk. 


TARIFFS 


Tariffs determine the amount of revenue we will receive today for 
operating Flight 621 from New York to Chicago to San Francisco. 
Tariffs are the same to a transportation company as a catalog is to Sears 
Roebuck or Montgomery Ward. These indicate the selling price of our 
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product and may be divided into two categories, passenger tariffs and 
air freight tariffs. These have been developed over a period of years 
and as 4 result have become increasingly complex. 


In the early days airline tickets resembled colored adding machine 
tapes. American Airlines, for example, could not sell space on Capital 
Airlines. Since tickets could not be sold by one airline for travel on 
another, baggage could not be checked to a final destination. At the 
present time the colored adding machine tape has given way to a 
compact book type ticket, which is adaptable to a circuitous routing 
over one airline or which may be used over several airlines any place 
in the world. This is the result of many interline agreements which 
have been entered into by the airlines in order to provide the best pos- 
sible service for their customers. 


For example, it is now possible to fly from Presque Isle, Maine, to 
Colorado Springs, Colorado, necessitating the use of three airlines, North- 
east, United and Continental. Northeast can sell a convenient book 
type ticket containing three flight coupons to be used over the three 
airlines. Reservations for connecting flights will be made by Northeast 
and the passenger’s baggage will be checked from origin to destination. 


This flexibility is relatively new to the airlines and resulted from 
Interline Ticketing and Baggage Agreements. Time and speed in air 
transportation are prime considerations and, therefore, these agreements 
must be clearly stated and must cover all contingencies. 


Perhaps the complexity of passenger tariffs can best be illustrated 
by reference to certain of United’s common fare points on the west 
coast. For example, of the passengers on Flight 621 today, one may have 
been going only from New York to San Francisco, a second, from New 
York to San Francisco to Medford, Oregon, and a third from New York 
to San Francisco, with a layover for two weeks and then on from San 
Francisco to Los Angeles. However, each of these passengers pays the 
same fare, $157.85. This uniform fare complicates the computation 
of our average rate per passenger mile. 


Now if we turn to air freight we find additional complications 
because of tariffs which designate commodity rates. To illustrate com- 
modity rates, suppose we are shipping wearing apparel, advertising 
matter or auto parts from Chicago to Medford, Oregon. According to 
the tariff, a commodity rate on these items applies between Chicago and 
San Francisco and a straight rate applies between San Francisco and 
Medford. This figures out to a total cost of $18.92 per hundered pounds 
from Chicago to Medford. Cut flowers, on the other hand, carry a 
straight rate from Chicago to Medford of $20 per hundred pounds. 
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However, the amount of space occupied by 100 pounds of flowers com- 
pared to that occupied by 100 pounds of auto parts is a factor being 
given consideration. 

Since there is a complicated maze of fares, routings and agreements, 
it is reasonable to expect a certain amount of disagreement in the tariffs. 
Several examples of problems run into are as follows: 

On one audit it was revealed to us that our fare from Pendleton to 
Boise was higher than a competitor's; however, between Portland and 
Spokane the same competitor’s fare was higher than our own. 

During another audit at one of our California stations we were 
advised that two of our competitors had combined fares which were 
$9.50 cheaper than ours from San Francisco to Des Moines by way 
of Fresno and $7.40 cheaper from San Francisco to Omaha by way 
of Fresno. In these instances it is necessary for us to apply for a new 
tariff between such points in order to compete for the business. In 
an audit made at Portland, we discovered that passengers flying from 
Spokane to Chicago had been re-routed from Pendleton to Portland 
because of bad weather between Pendleton and Boise. They were then 
routed from Portland to San Francisco, then to Denver and on to 
Chicago. This routing was made on authority of Payload Control, and 
at that time was in violation of our published tariff. Inasmuch as we 
desired to leave control over such re-routing up to Payload Control it 
was necessary to revise the tariff to permit such re-routing without addi- 
tional charge. In the re-routing referred to above, 852 miles, or about 
$47 worth of free transportation per passenger resulted. Again, this 
was to provide the best possible service to our customers. 

Air freight among the airlines is relatively new and many new 
problems arise which require clarification. The problem of split ship- 
ments came up on one audit where 18 pieces weighing 1,200 pounds 
were to be shipped from New York to Ogden, Utah. Because of space 
considerations the shipment was split and came in on different flights. 
The shipment was prepaid in New York but the consignor paid for only 
one delivery charge. The problem of who pays for the extra deliveries 
and how control is to be maintained on split shipments is one which 
has not yet been fully answered. 


Another problem which appears simple but which has not been 
solved has to do with the shipment of merchandise for atomic projects. 
These shipments require that the receiving report be signed by an officer 
but the government has been sending a sergeant out to pick up the 
merchandise. Attempts are being made at the present time to work 
out a procedure which will meet both requirements. On the surface 
some of these problems may appear to be trivial and outside the realm 
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of auditing. However, in all cases they came to our attention as the 
result of an audit; and to the man in the field who is far away from 
the General Office their importance tends to become magnified. If we 
desire to keep the man in the field on his toes v orking conscientiously 
for the company, we can best help him by atte apting to find out the 
answers to his problems. Consequently the auditors take an interest 
in many such problems which often have nothing to do with a cash or 
ticket verification. 


Through this study I have attempted to give you an opportunity 
to look into certain of our operations, and observe the opportunity for 
auditing which is present. In much of our audit work we act in a 
liaison capacity. This is practical because the very nature of our work 
requires much traveling. Our contacts may be from Traffic, Passenger 
Service, Operations or Finance Department offices in the field to their 
respective departments in the General Office. This offers an oppor- 
tunity for broad contacts which, I believe, are an over-all advantage to 
our company. 


Incidentally, you might be interested to know that while I have 
been speaking, Flight 621 has flown 130 miles, has burned 175 gallons 
or a half ton of gasoline, and is now over Ogallala, Nebraska. 
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EFORE presenting our procedures with respect to inventories, I 
should like to give a brief history of our company and its internal 
audit department. 


COMPANY HISTORY 


The Budd Company was incorporated in Pennsylvania on July 22, 
1912 to carry on the business of metal stampings, in particular auto- 
mobile body components. 


The Company was a pioneer in the all-steel automobile body field, 
having undertaken the development of all steel automobile bodies begin- 
ning in 1912. In 1916 the manufacture of steel wheels was begun and 
in the 1920’s production of hubs and brake drums was started. This 
part of the Company’s business was formerly conducted by the Budd 
Wheel Company which was merged into the present Company in 1946. 


During the 1930’s the automobile business was augmented by the 
development of stainless steel products. The larger portion of this was 
represented by railway cars and trailer bodies. This business was 
expanded over the years and now represents a separate division of the 
Company with a large plant located in the suburbs of Philadelphia. 
In addition, during recent years, an agricultural equipment division has 
been formed which manufacturers and sells plows to be used with trac- 
tors. 
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The Company also has foreign patents with respect to the produc- 
tion of both automobiles and stainless steel products and has granted 


licenses thereunder in many countries in Europe and other parts of 
the world. 


Our customers in the automobile field include Chrysler, Ford, Gen- 
_ eral Motors, International Harvester, Nash Kelvinator, Studebaker and 
Kaiser-Frazer. In the railway field we have sold railway cars to most 
of the larger railroad companies throughout the United States and have 
also exported cars to Portugal and Brazil. 


During World Wars I and II we were engaged 100% in the pro- 
duction of important material for the nation’s armed forces and their 
allies. 


The Company’s assets at December 31, 1948 were approximately 
$116,000,000 and the sales for the year 1948 were in excess of $200,- 
000,000. 


During the past year materials, supplies and services purchased 
approximated $130,000,000, and as of December 31, 1948 the inventories 
on hand were approximately $44,000,000. Of the inventories on hand 
approximately $23,000,000 represented work-in-process (comprising 
steel, production hardware, labor and overhead) and $15,000,000 was 
invested in steel and $6,000,000 in other materials and supplies. 


This paper will deal principally with the inventories of steel and 
materials and supplies in stores at our main plant in Philadelphia. 


INTERNAL AUDIT DEPARTMENT 


Perhaps you would be interested in knowing a little about our 
Internal Audit organization. Internal auditing originated in our Com- 
pany in the late 1920’s and has gradually been expanded to the present 
time. In each of our three plants there is an Internal Audit Depart- 
ment. Their activities are correlated to a certain degree, but each 
operates independently. 


The Internal Audit Department at the main plant is composed of 
a supervisor and assistant supervisor, four senior auditors, six junior 
auditors and one stenographer. We report to the Comptroller and to 
the Vice-President and Treasurer. 


Our internal audit program is fairly comprehensive and includes 
substantially all normal internal auditing functions. One of our main 
jobs is the supervision of the taking of physical inventories; this required 
some 3,700 man-hours in 1948. In addition to the routine operations, 
we have spent considerable time in auditing cancellation claims and 
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time and material purchases. We also audit the records of a Company 
Building and Loan Association and an Employees’ Exchange. We work 
closely with our public accountants, assisting them with preparation 
of schedules and other duties. We give them copies of our monthly 
and annual reports of operations. 

In addition to the internal audit functions, the supervisor and 
assistant supervisor also have charge of systems and procedures, with 
three systems analysts and a stenographer assisting in this work. We 
find that this setup works well. The Systems Department writes 
accounting instructions and procedures covering not only accounting 
subjects but various phases of the Company’s operations. It also 
reviews all requisitions for the purchase of office equipment and forms 
in order to see that they are best suited for the purpose required. 


DESCRIPTION OF INVENTORY RECORDS 


There are five general types of inventory records maintained in 
the Accounting Department: 


GENERAL STORES 


A cardex record is maintained showing quantities ordered, quan- 
tities received and unit purchase prices. Issues are recorded showing 
quantities and unit price. Material requisitions are priced at cost on a 
first-in, first-out basis. Money balances are not maintained but can 
be obtained by extending the quantity on hand at the most recent pur- 
chase price or prices. Of course these cards contain descriptions, part 
numbers, purchase order numbers, receiving sheet numbers, etc., as is 
usual with such records. Physical inventories are taken once each year 
and the counts are posted to these cards. A general ledger control 
account is maintained for General Stores and is supported by subsidiary 
accounts for some 20 classifications of inventory. 


SMALL Toots AND Repair Parts 


A record similar to that for General Stores is kept for small tools 
and repair parts. However, there is a difference in that there are 18 
tool booths located at various parts of the plant in addition to the main 
tool room. It is necessary that a record be kept of the location of the 
inventory items in the above group and this is done by means of loca- 
tion cards. All transfers between the main tool room and the tool booths 
are recorded. This is quite a bit of work, but it is essential. 


RETURNABLE CONTAINERS 


The record used for drums, reels, etc. is also a cardex record show- 
ing receipts, disbursements and both quantity and money balances. With 
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respect to money balances this record differs from the previous ones as 
they carry only quantity balances. 


PropuCcTION HARDWARE 


A cardex record is maintained for this inventory similar to that 
for General Stores. The only difference in these records is that pro- 
duction hardware issues are entered from “Issue Sheets.” These “Issue 
Sheets” are schedules upon which daily issues are recorded by part 
number by the Stores Department. The totals are priced at cost on 
the first-in, first-out basis and are the basis for a material requisition 
prepared covering the total issues for each month. A journal entry is 
prepared each month crediting production hardware account and charg- 
ing work-in-process. Details are posted to work-in-process records from 
the “Issue Sheets.” 


CarBoN STEEL 


The inventory record for production steel is also a cardex record 
but somewhat different in its form. This record shows the size of the 
steel, the receipts in both quantity and value, the issues in quantity and 
value and the balance on hand both in the number of sheets and money 
value. Where coils are received instead of sheets, the quantity is shown 
in pounds. 


We have different colored cards governing two types of steel, one 
covering “good” steel which is priced at cost (full value) and the other 
for defective steel which is priced at a scrap value. As is usual in such 
records, receipts to these cards are from vouchered invoices and issues 
are based on requisitions. Pricing is at cost on first-in, first-out basis, 
except for defective steel, which is at scrap value. 


A physical inventory is taken once a year and the quantities are 
posted to these records. 


Journal entries are made once each month to reflect the issues from 
this account based upon a summary of material requisitions. There is 
one general ledger control account for production steel. 


PHYSICAL INVENTORY PROCEDURES 


We have two basic physical inventory procedures, one for pro- 
duction steel and one for general stores. 


Carbon steel is used in large quantities to make automobile bodies. 
Each working day we use from 1,600 to 2,000 tons. A large inventory 
is necessary due to the many lengths, widths and gauges used. At 
the present time the inventory varies from 60,000 to 70,000 tons. This 
quantity would fill 1,200 to 1,400 gondola freight cars. 
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The inventory is taken on a weekend in the early fall, since much 
of it is stored out of doors under water-proof covers, and it is necessary 
to uncover the steel to inventory it. 


Steel is received in coils or bundles of sheets (called “lifts”). Each 
lift weighs approximately four tons and an identification number is 
assigned by means of a “lift” tag. These lift tags also show number of 
sheets, weight, size, quality, date, location, etc. The assigned number 
is used by the Stores, Production-Planning and Accounting Departments 
and for physically inventorying the steel. 


During the month prior to the inventory date, the three outside 
and six inside storage locations are examined several times to see that 
the stores department has the stock well arranged and that no identifi- 
cation numbers have been knocked off in receiving or issuing operations. 


The detailed inventory procedure and the working papers of the 
previous year are reviewed and the procedure revised to reflect current 
conditions. About 20 dittoed copies are made. The procedure is pre- 
pared in sections so that each department's share of the work can be 
studied and planned by it. The Stores Department divides the stor- 
age areas into sections by means of lines or ropes, and numbers each 
section. Charts are prepared of the storage areas by section to facili- 
tate assigning inventory teams. The approximately 20,000 inventory 
tickets required are ordered as far in advance as specified by the Pur- 
chasing Department to insure delivery several weeks before the inven- 
tory date. 


One or more auditors are assigned to each storage area. There are 
two men in each inventory team; one is a caller selected from Stores, 
the other is a transcriber selected from the Accounting Department. 
These men are assigned numbers which are noted on the inventory 
tickets. 


A supervisory control center is set up to which the auditors assigned 
to storage areas can report problems or completion of the area assigned. 
Inventory teams from a finished area are reassigned until the inventory 
of all areas is complete. Our public accountants send a sufficient num- 
ber of men to observe and test-check the inventory on each of the two 
days required to take it. 


Each auditor reviews the inventory instructions with his teams 
and assigns them to sections. He keeps a record of all inventory tickets 
issued, used and returned. All tickets must be accounted for. He 
must see that instructions are followed, test-check the accuracy of inven- 
tory tickets, see that stores’ supervisors identify any unit from which a 
number has been lost, and transfer inventory tickets from the team 
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which prepared them to another team for a 100% check. He reports 
hourly the progress of the work in his area and his team requirements 
after the inventory is about 50% completed. 

The inventory tickets are in triplicate, serially numbered and show 
lift tag number, location, description, number of sheets and weight, the 
numbers of callers and writers who prepare them as well as the num- 
bers of those who recheck the counts. The third copy is of cardboard 
and is attached to each lift; the second copy is given to the Stores Depart- 
ment to correct its location records. The original is matched against 
a file of the original copies of the lift tag. This file is used throughout 
the year by the Stores and Production-Planning Departments to control 
and assign the steel and for various statistical reports. Differences are 
investigated as fast as they are found. After the matching operation, 
inventory tickets and lift tags not matched are scheduled and investi- 
gated. All steel out of the plant for reconditioning is recorded and its 
receipt subsequent to the inventory is verified. 

The inventory tickets are then sorted by size, priced at cost first-in, 
first-out, extended by comptometer operators and matched against the 
accounting department’s perpetual inventory records. Differences of 
more than $1,000 per size are thoroughly investigated. After assuring 
ourselves that the differences are correct, the physical inventory quan- 
tities are posted to the perpetual records. The latter are then totaled 
and an entry prepared to bring the general ledger control into agreement 
therewith. 

The cut-off for the inventory is at the end of the first shift on Fri- 
day. Men are stationed in each shop from that time on to schedule 
issues, receipts and transfers between storage areas from that time until 
the inventory counts start the next morning. Issues are added to the 
inventory. Receipts are segregated and tagged “Do Not Inventory.” 
Transfers between inventory areas are checked out and, if not received 
at an inventory area during the count, they are added to the inventory. 
The accounting records are also checked to see that entries for all trans 
actions to the time of cut-off are posted. 

The inventory is test-checked as to extensions and price tested. 
This operation may be done by the internal auditors and checked by the 
public accountant, or the latter may elect to do all of this work. 

Brief reports of any conditions which may be helpful when pre- 
parations are made for a subsequent inventory are made by the internal 
auditors. 


GENERAL STORES INVENTORY PROCEDURES 
The values of the various stores inventory classifications range 
from $20,000 to $500,000 and each has certain conditions which make 
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it a little’ different from the others. All notes and working papers 
on each sub-account are reviewed before the work is started. 


Inventories of production hardware, maintenance supplies, such as 
plumbing, electrical parts, and millwright, tool repair parts, small tools, 
stationery stores and production aids, including die hardware, oil, 
greases, pattern material, polishing wheels, abrasive discs and ship- 
ping supplies, are taken by an inventory team composed of three stores 
men and two auditors. 


The inventories are started shortly after the first of the year and 
are taken during the regular working hours. Each major kind of inven- 
tory is a general ledger sub-account. One sub-account is taken at a 
time. Each inventory is taken at about the same date every year so 
that the elapsed time between inventories is always approximately 
twelve months. 


One auditor supervises the counting and preparation of inventory 
tickets by the stores men, while the other takes care of the paper work. 
There is a general procedure covering the taking of these inventories 
and it is revised annually. Changes in the procedures are minor and 
few in number. 


Prior to the taking of each inventory, the storage area or store- 
rooms are examined. The Stores Department corrects promptly any 
faults called to its attention. There are 18 tool booths, 2 large storerooms, 
1 warehouse several miles from the main piant, and outside storage 
facilities for bulky items such as tank plate, structural steel forms and 
shipping lumber. Minor changes in schedules are made to avoid a busy 
period or to take advantage of a temporary shut-down of some specific 
activity. 

The inventory counts and the preparation of the inventory tickets 
are test-checked by the auditor in charge. Our public accountants are 
present and make test-checks of inventories selected by them. 


The auditor controls receipts and issues of all items inventoried 
each day. Inventory tickets are posted the following day and the 
auditor handling the paper work checks entries from inventory tickets 
and makes certain that all receipts and issues prior to the inventory 
are posted. Recounts are generally ordered when the quantity dif- 
ference on a single item indicates a money difference of more than 


$10.00. 


At the end of the month in which the physical inventory is taken 
and the perpetual records adjusted, the quantities shown thereby are 
scheduled, priced and extended. Production hardware is priced at cost, 
first-in, first-out basis. All other general stores are priced at cost, first- 
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in, first-out basis or market, whichever lower. These schedules are totaled 
and the adjustment required to the general ledger sub-account ascer- 
tained. Differences in excess of nominal amounts between the amount 
of the perpetual inventory records adjusted to the physical inventory 
and the sub-account control are investigated before the control figure 
is adjusted. 


Each sub-account is price-tested by us and, thereafter, all working 
papers are turned over to the public accountants for their use. 


When the schedule of adjusted book inventory balances is prepared, 
the activity is studied in relation to the quantity on hand. As an indi- 
cation of slow-moving stores we use, with minor exceptions, a formula 
as follows: 


Slow-moving quantity: inventory quantity less the sum of 
issues for previous twelve months and receipts for previous 
six months. 


The schedules are then studied by the Material Control Department. 
Items which have become obsolete and for which a new use cannot 
be found are disposed of. 


MATERIAL CONTROL 


We have two types of material control. The first deals with pro- 
duction steel and hardware. This is the responsibility of our Produc- 
tion-Planning Department, and their function is to see that production 
steel and hardware are provided in adequate quantities to meet our cus- 
tomers’ schedules. The large quantities required and the lead time 
specified by the steel mills make careful planning a necessity. It is also 
important to see that we do not exceed our customers’ commitments for 
steel and hardware to be used. 


All other stores are the responsibility of the Overhead Expense 
Material Control Department. 


The two basic functions of this department are: 


(1) Control from the standpoint of procurement; this control con- 
cerns itself with both quality and quantity of material bought 
from outside vendors. 


(2) Control of consumption; usage of expense material in shops 
and offices. 


The purpose of the first function, “Control of Procurement,” is to 
supply all departments with the proper amount of quality materials 
when they need them and at the same time keep inventories at the low- 
est possible level consistent with the economical operation of all depart- 
ments. To attain this end, several basic rules are followed: 
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1. As far as possible, depending on delivery time and quantity 
discounts, we carry only one month’s supply of all active over- 
head materials. 


2. This rule is modified with respect to large, expensive press 
equipment held for emergency purposes. Special consideration 
is given to such items, based on past experience and the opinions 
of the maintenance department. 


3. Obsolete and apparent “slow-moving” items are being con- 
stantly checked to determine whether they should be held, 
reworked, if possible, to an active item, substituted “as is” for 
some active item, or disposed of entirely. 


4. In order to assure an adequate available supply of quality 
materials at all times, it is considered good practice to keep 
the purchasing department advised of at least 3 vendors whose 
products give the most satisfactory performance. This practice 
stimulates competition among suppliers and insures us against 
receiving poor quality materials. 


That this program is headed in the right direction is evident from 
the fact that our inventory of expense material items has been reduced 
$145,000 in the past year. 


The second function “Control of Consumption” is a technical or 
engineering activity, based on the theory that if our operating depart- 
ments use less material we not only produce products cheaper but, also, 
we need not carry large monthly inventories to supply their needs. To 
this end, constant checks and experiments are being conducted on 
expense material items to determine their relative life under various 
shop conditions. 


The use of expense materials on jobs in process is studied. Should 
any item of expense material show an increased usage, an investigation 
is immediately started to determine the reason and the measures neces- 
sary to correct the condition. 


By approaching overhead expense material control from the stand- 
points of procurement and consumption, a continuous check is main- 
tained and constant progress made which otherwise could not be 
achieved. 


Most of this discussion has been on points which in recent years 
have become so settled that they are more or less uniformly treated 
throughout industry. However, there is one new step successfully 
inaugurated in our General Stores inventory procedures that I think is 
worthy of emphasis. That is the establishment of a regular inventory 
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crew whose sole duty is the taking of physical inventory counts during 
the normal working hours of the plant throughout the year. The 
motivating force that caused us to adopt this procedure was the exces- 
sive cost of counting materials by a large force at overtime pay when 
the plant was not working. 


With this change and other minor improvements in procedures, it 
is estimated that time spent on physical inventories in 1948 was approx- 
imately thirty per cent less than the time so spent in 1946. The chief 
reason is, of course, the experience of the team now doing the work. In 
addition we have almost completely eliminated overtime pay in con 
nection with these physical inventories. 


Credit should also be given to the Shop personnel who handle 
materials in our plants and to the office employees who maintain the 
inventory records for jobs well done. 


Their efforts, together with those taking the physical inventories, 
are reflected in the fact that physical inventory adjustments for many 
years have been only nominal in amount. 


In closing I should like to stress that, to us, the most important 
factors in inventory work are well-written procedures, careful planning 
in advance, close supervision and thorough investigation of differences. 
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T would be presumptuous of me to attempt to discuss the technicali- 

ties of accounting procedure. In any case, the accounting profes- 
sion has been developed through apprenticeship and formal education, 
as well as being inspired by discussions in freely formed associations 
within the profession for many, many years. 


My interest lies in the practical use of the men, and to this aspect 
I shall confine my observations. 


Admittedly, the men coming into accounting work are receiving 
better tutelage in our high schools and universities. The men who 
worked through the last ten years, through the pressure of wartime, 
obtained a great deal of experience in a relatively short period. Many 
were advanced to supervisory positions with insufficient background of 
service and, apparently, carried the load satisfactorily. Many of the 
problems were new to the organization and could be solved without full 
knowledge of previous procedures. 


Another refreshing reaction many of us experienced was the com- 
fortable manner in which men returning from the Armed Services set- 
tled themselves into the organization. Quite generally, they returned 
with a bright outlook, not too restless as had been anticipated, and ready 
and willing to tackle the job that was before them. Granted, we were 
fortunate that business conditions were maintained at a high level 
thereby avoiding a serious period of adjustment in employment. 
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As a result of these conditions, the men in the profession are well 
prepared for assignments wherein their talents may be most effective in 
management problems. 


It has been said that the recognized qualifications for a manage- 
ment position endure passing phases. The lawyers, salesmen and pro- 
duction men all have taken their places in the limelight. However, in 
the brilliant sunlight of prosperity, or in the shadows of depression, busi- 
ness enterprise requires the particular aptitudes of all in the proper 
chair at management’s council table. 


This may be the period of need for the best counsel from the 
auditors. I am using the nomenclature “auditor” as it appears in the 
official title of your InstrruTe, although I assume that on your jobs 
you may be called auditors, accountants, treasurers, comptrollers, and 
also, a few other titles. 


In the past decade, industry has been confronted with many new 
problems, and the preponderance of detailed work and supervisory direc- 
tion has fallen into the operating realm of the audit division. 


The auditing of costs by Government agencies and the multiplicity of 
reports required under wartime conditions were added burdens. Fixed 
and liquid assets in the form of new plants, inventories and receivables 
have been accumulated in tremendous volume and at high costs. Lia- 
bilities have been accumulated as well, and to a greater extent than 
some are willing to recognize. New sources of expense, as well as 
increases in the old classifications, are challenging our ability to control 
them. Rates, applying on long established tax programmes, have been 
increased; and new plans have been adopted for social benefits which 
provide a comfortable haven for various classes of beneficiaries. 


These are a few of the problems that may have fallen into your 
domain. The taxation and other levies thrust upon industry, by reason 
of our adventure into an “Alice in Wonderland” dream of socialized 
economy, are the ones that eat the heart out of the “bossman.” What- 
ever he may think about the need for the levy, he has no liking for the 
intricacies of its calculation, and lives in holy horror of the increasing 
drain on the earnings of his company. The auditor must be prepared 
to assume the supervision of this phase of the business which, year by 
year, is becoming more complex. 


It does not suffice to determine and report upon these operating 
factors belatedly. A good system of statistical reports has its use in 
determining the directional objective but, in my opinion, intelligent 
supervision at the front line where the transaction originates is more 
important. 
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To bring the desired effect to his position of authority in directing 
the financial aspect of all operating phases of the enterprise, the auditor 
must be properly placed in the management diagram. While placing 
him in this position, we must consider what manner of man he should 
be to be most useful to the endeavor. Too often, in the past, the auditor 
has been considered “The Watchdog of the Treasury.” If that was his 
sole duty, he could quite appropriately sit down complacently at the end 
of his leash and bark at anyone suggesting expenditures for every or 
any purpose, wise or otherwise. Quite often, he has been considered a 
“good balance wheel” for some irrational sales manager, investor or 
manufacturing executive. He may serve this purpose well, with smug 
satisfaction, perhaps; but, if he is good enough to stand off irrationalism, 
surely he must be competent to judge the factors of logical enterprise, 
and should be consulted where progressive measures are being planned 
and executed. There are other ways of dealing with irrationalism. 


The titles of official responsibility that are selected sometimes han- 
dicap the individual in his work. Many of them are classic! Titles 
may be incidental but they can stimulate or destroy the morale of the 
holder, or the business of a prospective customer. The title given the 
man in his position should indicate, as far as possible, the range of his 
authority. 


Auditors have been too prone to be satisfied with their respecta- 
bility. They have blocked their own progress by gloating over their 
possession of fact. No matter how frequently they are reminded that 
“liars sometimes figure,” some of the clan still persist in the belief 
that a statement of fact should sway all contrary viewpoints. Facts 
are no good if the other fellow isn’t willing to deal from your side of 
the pack. No one needs an understanding of human nature more than 
the auditor. If he didn’t get it from his mother, he had better take a 
good course in the humanities. He has one of the toughest selling 
jobs. His job is a combination of promoting the right and throwing out 
the wrong, and getting enthusiastic cooperation from a lot of people 
while doing both. Men in the profession need to appraise all these 
factors of qualification for management responsibility. 


The supervisory audit organization must necessarily be a part of 
almost every phase of a company’s operation. If it is a manufacturing 
company, the accounting or auditing division is an essential component 
in the operation of the plant. A large portion of the owner’s invest- 
ment in the entire business may be represented by the buildings, 
machinery and inventories of the plant or plants. Proper accounting 
and cost findings are particularly important in evaluation of assets and 
in the establishment of selling prices. 
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The auditor’s function in a sales office is a particularly good 
example of how the position may be designed for management purposes. 
Control of all management phases, excluding salesmanship, rightfully 
belong to him, leaving the sales manager free to promote the sale of the 
company’s products without the encumbrance of a mass of inside oper- 
ating detail. 


Throughout the organization, there is too often a tendency to build 
elaborate procedures. Too many operating personnel have come to 
believe that no plan of work is worth conception unless it embodies 
a mass of intricate detail and is weighed down with plenty of paper. 
Supervisors seem to have the idea that they can confound the boss if 
the thing they are doing is so elaborate, he can’t readily understand it. 
To avoid such crackpot themes, the auditor should have the responsi- 
bility for methods, regardless of whose territory he invades, and he 
should be prepared to think simplification. There is little reason to 
believe that ideas for improvement will be discarded if the responsibility 
for decision is vested in the audit division. Progressive measures will 
be adopted as long as the auditor is in possession of logic; and he'll accept 
the idea if it’s good, at the same time achieving some semblance of 
standardization. Out of this divisionalized activity should come the 
basis for statistical reporting. In my opinion, reports should be designed 
solely for management purposes. Origination of a new report should 
require a two-thirds affirmative vote of Parliament before adoption; and, 
anyone suggesting ways and means of eliminating the need for one 
report, should be promoted to the Senate. 


The matter of using financial and statistical reports for manage- 
ment or control purposes, however, warrants more than passing com- 
ment and, certainly, more than facetious comment. Quite generally, 
reports are tools that can best be devised by the financial man and they 
are the most effective tools he can carry into management work. In 
most types of industry, reporting statements usually cover two phases of 
recording. The first and, of course, essential type, is the formal report- 
ing on those operating factors necessary for the preparation of the bal- 
ance sheet and operating statement. Supplementing the strictly 
“accounting” statements that generally tell us how we are doing from 
the investor’s standpoint, there may be a well-considered group of state- 
ments which are more specifically statistical, in dollars or cents, or per- 
haps more effective in units, or a combination of both — depending on 
the type of business, commercial or industrial. Under present day eco- 
nomic conditions, this type of work is costly; and the need for such a 
programme of statistical reporting must be well appraised from the 
standpoint of its use in management. 
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In considering the affairs of other companies, institutions and associa- 
tions with which I am connected, I find myself continually appraising 
the value of the statistical statements from which operating executives 
make their reports to their associates. It is always apparent whether 
or not the information was designed for the operator; and it is most 
embarrassing to see a man struggling with a statement with which he 
does not feel comfortable. 


The auditor can use reports most successfully in his work if the 
facts are simply portrayed, and he can help his colleagues by designing 
reports for their particular use — and still maintain some standardiza- 
tion. The whole machine for developing a statistical reporting system 
is part and parcel of the audit division. The auditor should turn this 
machine to his advantage by using it to formulate his opinions, and 
take the reporting and his opinions into management problems. 


Call him what you will, if he is on officer with aptitude and vigor, 
who uses his divisional organization for development and maintenance 
of procedure, he’s more than good company, when he enters the council 
of management. He’s there to carry his load and, no doubt, he will! 
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M,. O’Lzanry is a newspaper man, and a very outstanding one. In the 
early part of this century he became a member of the Press Gallery at 
the House of Commons in Ottawa. As a rising and brilliant star of that 
group, he attracted the attention of the late Mr. P. D. Ross, long regarded 
and respected as the dean of Canadian journalism. As a result of this he 
moved to the Ottawa Journal, where for some years he has been the chief 
editorial writer, a most powerful post so far as political commentary in 
Canada is concerned. 
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with the Rt. Hon. Arthur Meighen, and reported troubles in Ireland for 
the Ottawa Journal in 1921 and 1922. 'e@ was one of the Canadian 
delegates to the Empire Press Union Conference held at Melbourne, 
Australia, in 1925. He was candidate for the House of Commons for 
Gaspe in 1926. He was one of a party of Canadian journalists invited 
by the British Government to go to England and report upon Britain's 
war effort in 1941, and went to butaad bs the same year to interview 
Mr. De Valera for Collier's Magazine. He covered the Potsdam Con- 
ference at the close of the war and was one of the first journalists to 
visit Berlin after the close of hostilities, taking occasion to motor 1,500 
miles through Germany and also through F rance, Belgium and Holland. 
He has broadcast for the C.B.C. and the B.B.C., is a contributor to British, 
Canadian and American magazines and was for a time Canadian editor 
of Collier’s—A. J. E. Camp. 











R. President, Mr. Representative of the Ontario Government, Mr. 

Controller Balfour of the Civic Government, Distinguished Guests, 
and Ladies and Gentlemen: I thank you, of course, for your most cordial 
reception, and thank Mr. Child for, I fear, the greatly flattering inaccur- 
acies of his introduction. As I listened to his all too kindly eulogy of 
myself, I thought of an incident which occurred in a famous criminal 
trial in New York some years ago. The counsel for the prosecution said 
to the jury and the judge that he would now call a witness who was the 
greatest physician in the United States, and, so, when the counsel for the 
defense came to cross-examine this man he said to him, “Dr. Jones, is 
it true that you are the greatest physician in the United States?” and 
Dr. Jones said, “Yes.” The next day the newspapers carried headlines 
telling how he said he was the greatest physician in the Unit» 4 States, 
and when Dr. Jones got back to Johns Hopkins, his associates there 
said to him, “Dr. Jones, did you really tell them in New York that you 
were the greatest physician in the United States?” and Dr. Jones said, 
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“Yes.” They said, “Good God, Jones, how did you come to tell them 
that?” And Jones said, “Well, I had to. I was on oath.” 


Not being on oath here this evening I am not called upon to affirm 
or deny what Mr. Child has said about me, but only hope he hasn’t 
raised expectations in your minds with which I shall find it too difficult 
to cope. 


It is a real pleasure for me, as it ought to be for any Canadian, 
to speak to so many of you people who come from across the Line, who 
come from that great land which now stands at the cock crow and 
the morning star, which has reached the pinnacle of power, with such an 
awesome responsibility to history. 


This, as you have been reminded earlier tonight, is our national 
Thanksgiving and I am sure that one of the things for which we Can- 
adians are truly grateful today is that we live beside such good neigh- 
bours. And I hope you will pardon me if I go on to add that we, too, 
have tried to be good neighbours and in testimony for that I may be 
pardoned if I recall to your minds that when bombs first dropped on 
Pearl Harbour, my country, twelve hours later, declared war on the 
Empire of Japan. We declared war on the Empire of Japan not because 
such a person as Mr. Churchill had given you a pledge: we declared 
war on Japan because we knew that we, too, were North Americans, 
because we knew that our destiny with yours was on this North Ameri- 
can continent and that, because you had walked so often with us for a 
common end, we must be prepared to march with you to the end, whether 
to victory or defeat. 


And now I want to speak to you tonight about an immediate chal- 
lenge that comes to North Americans. In the heart of every Canadian 
today, in the hearts I am sure of the vast majority of Canadians, there 
is at this time one abiding hope, the hope that no matter what comes of 
our dreams with respect to the Atlantic community, with respect to the 
United Nations, with respect to United Europe, that at least there will 
come in God’s good time a spiritual alliance between our two peoples, 
between our Commonwealth and your great Republic. Not an alliance 
to over-awe or to dominate other peoples and nations, but an alliance to 
check the pretensions of tyrants, an alliance to walk justly, and love 
mercy, and keep peace with all the world. 


But in the meantime, my friends, there does come a challenge to us, 
an immediate challenge. Long years ago in one of the most memorable 
lines he ever wrote, Matthew Arnold spoke of standing between two 
worlds, one dead and the other struggling to be born; and what we are 
witnessing on this globe today is a new world struggling to be born, a 
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world taking on such fearful shapes and aspects that men are sorely 
afraid; and wherever you go in this land, wherever you go on this con- 
tinent, you meet with men and women who say to you: “What is it 
we can do? What is it, as humble folk, we can do to avert the tragedy, 
the moral annihilism which seems to be hemming us in?” In all humil- 
ity, because only in humility can one approach a question so momen- 
tous, in all humility I am going to suggest three answers here tonight. 


I would be the last person in the world to suggest that we in North 
America should give up to the narrow nationalism what is meant for 
mankind, but I say to you, and I think the time has come for all of 
us to remind ourselves, that democracy, like charity, begins at home, 
and that notwithstanding anything we may do with respect to the 
Atlantic community, with respect to United Europe, with respect to 
European recovery, that we shall make no contribution, no personal con- 
tribution, to setting Europe’s house in order until we first show a capacity 
to set in order our own. 


There is a type of democrat among us, those people with a passion 
for distant freedom, who seem to know all about foreign affairs, who 
indeed think it is the thing to discuss foreign affairs; the sort of people 
who can tell you everything that is going on under Marshal Tito in 
Jugoslavia but who can’t for the life of them tell you what is going on 
under President Truman in the United States or under Prime Minister 
St. Laurent in Canada; the sort of democrat who can tell you all about 
the cost and composition of the Security Council but who has not the 
faintest notion of the men who make up his own local municipal council. 
That sort of man, Ladies and Gentlemen, is merely a phony democrat. 


Democracy today is not the thing that men and money and 
machines built up in the nineteenth century and called democracy. 
Democracy today has become a matter of individual, personal responsi- 
bility. Democracy today is a living affirmative, fighting thing, not a 
faith to live by but a faith to live for. Not enough today for a man 
to say I am not a Communist; not exiough for a Canadian or an Ameri 
can to say I am a democrat. He must be able to say I am a practicing 
democrat, I am a practitioner of democracy, and he must be able to 
say that with the knowledge, with the consciousness that democracy 
is a continuing process; that it is not a job which is ever done, but a job 
which we must always be doing and doing above all else, and first and 
foremost in the country in which we live. 

It is a fair question: How does a citizen practice democracy? 
Ladies and Gentlemen, there is only one practical way in our countries 
by which a citizen can be a genuine democrat. Ours are parliamentary 
countries. We may debate, we may discuss, we may pass resolutions 
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in meeting, such as this; we may hold the highest aspirations and ideals, 
but before those aspirations and ideals can become living realities, some- 
body must pass a law. That law will be passed by a congress, by a par- 
liament, by a legislature, and that law will be no better or no wiser 
than the men who pass it and, hence the need, if a democracy is to func- 
tion in a practical, successful way, the need of all of us taking personal 
responsibility and engage in eager activity in securing the best heart, 
the best brain and the best conscience which our country can afford, 
sending that heart and conscience and brain to our congress and parlia- 
ment and legislature to represent us there. There is no other way—there 
is no other way, I repeat — by which democracy can be made to func- 
tion efficiently. 

I know the objections made under our modern systems of govern- 
ment with its complications and technicalities and the tendency to reach 
out into the lives of all our people; that it is impossible for the citizen 
to follow, to comprehend all the issues; that it is not possible for him 
to know at all times, or indeed at any time, what is going on in the 
maze of government. Well, the answer to that was given nearly a cen- 
tury ago. It was given by the greatest of all students of British politics, 
Lord Atkin, when he said that, in a democracy, the real task of the citizen 
was not to know what his government was doing, but to understand 
and know what it should do. In other words, the task in a democracy 
is not to know everything that is going on in every part of the world, 
or in your own community or nation all the time. The task of citizens 
in a democracy is to create a pattern of public thought, to create a pat- 
tern of public morality, and within that framework, within that pattern 
of public thought and morality, to send to your legislatures and parlia- 
ments and congress the best men in your nation, and then under sports- 
manship to give them a decent chance to carry on the government of the 
country. 

I agree with you if the thought be in your mind, as it must be, that 
that presupposes a high degree of citizen education. We Americans, 
we Canadians, we tell ourselves constantly with something of an inclin- 
ation to boast, that we have the greatest educational system in the world, 
and that, Ladies and Gentlemen, simply is not the truth. If you were 
to judge education by the amount of money we put into bricks and mor- 
tar, if you were to judge human progress by superior plumbing, if you 
were to judge the greatness of a nation by its balance of trade, then per- 
haps you would be right. But education, true education, the education 
which makes for the greatest moral fibre, the greatest intellectual and 
spiritual growth of a nation has nothing to do with bricks and mortar 
and, in fact, it has nothing to do with literacy, and indeed may have 
nothing whatever to do with great scholarship. 
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It certainly has nothing to do with vocational training. Sometimes 
it saddens me when I hear business and professional people — and I 
know I am speaking now to business and professional people — when 
I hear them confuse vocational training and technical instruction with 
real education. God forbid that I, or anybody else, should be against 
vocational training. There is need for the internal auditor, there is need 
for the engineer, there is need for the doctor, there is need for the 
lawyer, but I say to you, my friends, that if a nation should come to the 
position where all its citizens were trained and none was educated, then 
pitiful would its position be indeed. We saw what would happen in that 
respect in the story of Nazi Germany. Let us have vocational training, 
but in the name of common sense, in the name of real progress, let us 
understand at the same time that true education is something which 
must be distinguished, and distinguished sharply, from technical instruc- 
tion. 


True education, the education which makes a nation or a people 
great, is something that has to do with the heart, something that has 
to do with the understanding, something that teaches our mind to know 
the best and our affections to love the highest. Education is concerned 
with reverence, reverence for the unseen, reverence for the true mean- 
ing of this life and reverence for life everlasting. Education is tolerance, 
it is understanding, it is sportsmanship, and Henry James, one of your 
great philosophers, said that without sportsmanship there could be no 
democracy at all. It is tolerance, it is understanding, it is mercy, it is 
pity, it is compassion, and if a man have not those things, then no mat- 
ter what his scholarship, no matter what his training, he is not truly 
educated at all. 

My friends, one of the things wrong with our civilization today is 
that it is all specialization and no wisdom, all facts and no knowledge, 
all signposts and no destination. We have forgotten the truth that 
all the things we claim from democracy and freedom, all the rights and 
all the privileges of life that we ask of democracy and freedom can 
exist only, can endure only, in a vitally social, Christian climate. We 
have forgotten the truth that there is no sense in pasting wings on man 
unless you can give him a wing nature. We have forgotten the truth 
that there is no sense in making men free in order to make them good, 
when the real task is to make them good in order to fit them to be free. 


And that brings me to my third point, a point that in our world, 
unless we get back to the eternal verities of religion, to moral and spirit- 
ual concepts of life, then not our Atlantic community, not our United 
Nations, not any other political, temporal structure built by man will 
bring about our salvation. No one who goes to Europe today, no one 
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who looks over Europe’s welter of hate and unbelief and in‘idelity; no 
one who looks over these things can return without the conclusion that 
the true source of Europe’s rot today is in its forgetfulness of God. Five 
years ago I motored some fifteen hundred miles through Germany. I 
saw the devastation caused there by the war; saw those tens of thousands 
of homeless wanderers going God knows where; saw the awful destruc- 
tion that had come to Berlin and Cologne and to the cities of the Ruhr; 
but nowhere in my travels through Germany in those days did I see 
anything of a sign of atonement, a sign of understanding of what it was 
that had come to the German people and why. 


As for confirming my opinion about Europe, I have never forgotten 
an incident which occurred in Lisbon during the first years of the war. 
I remember going out on a Sunday morning to one of those ancient 
cathedrals among the architectural wonders of Europe. I went with 
some Canadian friends one Sunday morning to one of these cathedrals 
where mass was being celebrated before row after row of empty pews; 
and yet on that same Sunday afternoon I went to one of their great 
palatios and saw thirty thousand men, women and children attending 
a bull fight. A few days later I sailed from Lisbon in the last American 
ship that left Lisbon before Pearl Harbour. We had on that ship some 
three hundred European refugees, men and women who had faced 
death in concentration camps, who were fleeing from hell on earth to 
the new opportunity of America. We had church services on that ship 
on the Sunday; an Anglican service conducted by Bishop Renison of 
this city and a Catholic service conducted by a priest of my own church. 
Out of the three hundred refugees on that ship, plus a crew of one hun- 
dred and seventy-five, exactly thirteen people turned up for the Cath- 
olic mass, and fewer than that for the Anglican service. On the follow- 
ing Sunday the captain made a special appeal through the ship’s loud- 
speaker that these people might go to devine service, and the same thing 
happened as on the previous Sunday. I shall never forget the spectacle 
of those people walking up and down the deck and looking in on the 
service with a spirit of disdain if not of contempt; and yet I am morally 
certain that ninety per cent of those people had at some time or another 
in their lives been baptized into some form of Christian faith. 


That is what has come to Europe, and when we look back upon 
Europe’s story during the past one hundred and fifty years we can 
understand how it came about. For a century and a half all the so- 
called great intellects of Europe told the people that religion no longer 
mattered. They asked those people to desert and deny the things which 
their forefathers had loved and taught and believed, and to launch out 
upon an uncharted sea of speculation. ‘We shall make,” cried Voltaire, 
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“our own tripods and oracles and gods.” And they did. They said 
Christianity was outmoded. They said religion was the babble of con 
temptible slaves. They enthroned their own cold deities on their empty 
altars, and in the end sowed the seeds which came to flower in the 
paganism of Nazi Germany and, now, has come to a still fuller flowering 
in the godlessness of Communist Russia. Whenever I think of those 
people I think of John Morley; Morley the great rationalist; Morley 
the Minister of State who wrote God with a small ‘g’ in his state 
papers; Morley, who, when his world of 1914 had crashed about him, 
went to a Surrey upland and wrote there one of the most melancholy 
passages in English literature, asking himself whether the doctrine of 
his school of the Darwins and the Renans and the others had been more 
potent in bringing healing to the earth; answered sadly in doubt, and then 
in the last words he ever penned, “And so to my home in the failing 
daylight.” And the true footnote to that recantation of Morley was 
penned by Jacques Maritain, who, looking out upon our world with 
all its anxieties, all its fears, all its hopes and all its plans, said, “Any 
plan which falls below the heart of Christ is doomed to disappointment.” 


That, my North American friends, that is our challenge today. 
When the war was at its darkest we told ourselves, to comfort ourselves, 
that God was on the side of democracy. The time has come to put 
democracy on the side of God. If that challenge be not met. if the 
world be unable to find the moral equivalent of the atomic bomb, then 
despair must have the last word, death’s pale flag be again upraised, 


and this world will cease to be the home of men. 


The most likable and livable quality that any human being can 
possess is understanding. Understanding is the vision that enables us 


to see things from another's point of view. It is the generosity of spirit 


} 2 
that concedes to*others the right to their opinion and individuality. 
It is the breadth of mind that enables us to want those we love and 


respect to be happy in their own way and not in ours. 
| PP: 
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modern internal auditing hes progressed far beyond the arithmetical verification 
of accounts, records and financial statements; how it has become e complete 
intra-company financial and operations! re-iew embracing perfection of the 
system of internal control and reliable assurance of adherence to the standards 


of performance. Price $2.00 





Order any of above publications from your favorite bookseller or directly from 
BROCK and WALLSTON, Publishers, 39 Atlantic St., Stamford, Conn. 





Other Publication: on Internal Auditing 
INTERNAL AUDITING—by Victor Z. Brink 
A text and guide book to Internal Auditing 
Ronald Press—15 East 26th Street—New York 10, N. Y. 


INTERNAL CONTROL STANDARDS AND RELATED 
AUDITING PROCEDURES $5.00 
by WALTER H. KAMP and JAMES A. CASHIN 
A case history description of an internal control program and coordinated internal 
auditing practices. 


Brock and Wallston—39 Atlantic Street—Stamford, Conn. 




















